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PREFACE 


The paucity of books in English bearing on the functions 
and purpose of the Bank rate, as well as the lack of material 
covering the history of credit control in America, convinced the 
~ author that there was need for a book on this topic. 

This work really divides itself into two parts.. The first em- 
braces Chapters I and II which treat of the experiences of cen- 
tral banks in Europe in the administration of the Bank rate. 
These it was felt desirable to include in order to afford a back- 
ground for a study of the policies of the Reserve System. The 
remainder of the book is devoted to a discussion of the efforts made 
to exercise control over credit in the United States. 

During the greater part of the life of the Reserve System 
events, economic and otherwise, have transpired with kaleido- 
scopic rapidity. Even before the Regional Banks were opened, the 
Federal Reserve Board was compelled to face a number of prob- 
lems arising from the outbreak of the Great War. Upon Amer- 
ica’s entrance into the conflict the System was of course called 
upon to assist in war financing. The armistice did not bring a 
cessation to the use of its discount facilities for it was followed by 
an era of inflation unprecedented in the history of the United 
States. Succeeding this there ensued a period of swiftly falling 
prices. While the actual life of the Reserve Banks has been very 
short it has been one rich in experience. Because of this, and 
because of the relative inactivity of discount operations at the 
present moment, this seems a peculiarly fit time to evaluate the 
credit policies of the System. 

In the course of preparing this work the author has been gen- 
erously assisted by various persons and institutions whose aid he 
desires to acknowledge. Needless to say the author alone is 
responsible for expressions of opinion. 

First of all the author wishes to express his gratitude to H. 
Parker Willis, Professor of Banking, Columbia University, who 
has been a constant source of inspiration and a veritable mine of 


information. ; 
Roswell C. McCrea, Hepburn Professor of Economics in 


~ Columbia University, and Editor of the American Business Series, 
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in which this volume appears, has read the entire manuscript 
with the greatest care, has offered many suggestions and has 
taken a most kindly interest in the entire work. 

The author carried on his research work for the most part in 
the Economics Room of the New York Public Library and in the 
Library of the Federal Reserve Bank of New York. Without the 
cordial assistance which was rendered by both institutions the 
work could never have been carried to completion. 

The Reports Department of the Federal Reserve Bank of New 
York rendered invaluable assistance through its kindness in 
furnishing statistical data. 

The author is deeply indebted to the following for construc- 
tive suggestions and criticisms: Dr. William Randolph Burgess, 
assistant Federal Reserve Agent, Federal Reserve Bank of New 
York; C. H. Crennan, Economist, Continental and Commercial 
National Bank, Chicago; W. F. Crick, of the Intelligence De- 
partment of the London Joint City and Midland Bank, Ltd.; 
E. O. Douglas, of the Bill Department of the Federal Reserve 
Bank of New York; Pierre Jay, Federal Reserve Agent and Chair- 
man of the Board, Federal Reserve Bank of New York; E. W. 
Kemmerer, Professor of Economics and Finance, Princeton Uni- 
versity; Morgan Rice, of the Federal Reserve Bank of Dallas; 
J. H. Riddle, Chief of the Section of Statistics, Treasury 
Department of the United States; Carl Snyder, Statistician 
General of the Federal Reserve Bank of New York; W. H. 
Steiner, Assistant-Professor of Economics, College of the City of 
New York; and Willard L. Thorp of the National Bureau of 
Economic Research. . 

Thanks are due to the Federal Reserve Board, the Federal 
Reserve Banks, the Treasury Department and the office of the 
Comptroller of the Currency for the courtesies which they have 
shown in replying to the author’s inquiries. 

More than to any one else the author is indebted to Miss 
Margaret G. Myers. She has prepared all the charts and has | 
had general supervision of the statistical work. In addition she 
has read the manuscript with the greatest care and with searching 
criticism. With her assistance and aid the work of preparing 
this volume has been infinitely lightened. 

School of Business, aries 

Columbia University. 


New York City. 
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The Discount Policy of the 
Federal Reserve System 


CHAPTER I 


THE ORIGIN OF THE MODERN CONCEPT OF THE 
FUNCTIONS OF THE BANK RATE 


From the time that the charter of the Second Bank of the 
United States expired in 1836 until the passage of the Federal 
Reserve Act, America was without a central bank which would 
hold the major portion of the gold stock of the country as well 
as the reserves of commercial banks and which would exercise 
some degree of restraint over credit expansions. Though all the 
important nations had established such institutions America 
struggled along with a most defective banking system, if system 
indeed it may be termed, consisting of thousands of independent 
banks each concerned primarily with its own welfare. It was 
the lack of a controlling institution which made America known 
as an international financial nuisance and it was the need for 
such an agency which led to the passage of the Reserve Act. 

The short space of nine years, during which the Reserve System 
has been in operation has been one of the most eventful in the 
history of mankind. In this period there occurred the greatest 
of wars, precipitating in every nation whole series of far-reaching 
economic events. The events which have occurred and the prob- 
lems which have arisen have initiated many a. controversy as 
to the purpose, scope and effect of the Bank rate, as regards 
its relation to prices, to the foreign exchanges and to the 
business cycle. It would be presumptuous to undertake the 
task of settling once and for all the many points in connection 
with the Bank rate which are subjects of dispute among econo- 
mists. Little more can be done than to study in as impartial a 
manner as possible the consequences of discount policies in Europe 
and America and to present rather than to solve problems. 

It is to Europe and particularly to England that we must turn 


for a study of the effects of the Bank rate and discount policies. 
1 . 
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It is there that central banking has had its longest development, 
that the social significance and functions of the Bank rate were 
first recognized and understood. It is there that central banks 
first developed discount policies. 

Meaning of the Term “Discount Policy.” ‘The term “dis- 
count policy” embraces a good deal more than the mere principles 
in accordance with which a central bank acts in the raising and 
the lowering of its rates of discount. It includes the type of 
paper eligible for discount, the type of collateral which a central 
bank will accept against advances, and the various methods it 
employs to protect its gold reserve. The fact that a central 
bank has been able to develop a discount policy presupposes that 
it has a virtual monopoly of the note-issue function of the coun- 
try, that it holds the ultimate banking reserve and that there 
exists in the financial center of the nation a fairly important 
discount market. 

The Origin of Discount Policies. The principles which most 
economists feel should govern the discount policies of central 
banks had their origin in England, as might well be expected, for 
she was the first among modern nations to develop a credit econ- 
omy. ‘They were evolved as a consequence of the monetary and 
banking experiences through which the Bank of England passed 
during the Napoleonic wars, when cash payments were suspended, 
and during the crises of 1825, 1836, 1839, and 1847. Other cen- ° 
tral banks have simply adopted, with modifications to suit local 
conditions, the discount policies which the Bank of England found 
to be sound during this period. A knowledge of the problems 
which confronted the Bank of England and of her efforts at their 
solution is indispensable as an aid in solving the many questions 
which vex central bankers at the present time. The problems 
which the Federal Reserve System and other central reserve hold- 
ing banks have had to face in the last few years are by no means 
novel. In reality they are hoary with age, the same problems with 
which, in a different guise, the Bank of England struggled decades 
ago. 

The Suspension of Specie Payments, 1797. It was inevi- 
table that the Bank of England, which had been founded in 1694 
to act as a fiscal agent of the British Government, would be ex- 
pected to assist in the financing of the allied cause during the 
Napoleonic wars. In fact, from the outbreak of the war, Wil- 
liam Pitt, the Prime Minister, forced the Bank, which possessed 
huge gold reserves, to make larger and larger extensions of credit 
to the government. From 1793 on the Bank waged a losing fight 
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to maintain specie payments. By 1797, Pitt’s policy, coupled 
with the panic conditions then prevailing throughout England 
due to the fear of a French invasion, rendered the continuance of 
cash payments impossible, and forced the directors to request the 
Cabinet to sanction a suspension.' This was effected through 
the issuance of an Order in Council by the Cabinet on the 26th 
of February, 1797.2 The following day for the first time in 
its history the Bank completely suspended cash payments.* 

The Restriction Act. Both Houses of Parliament imme- 
diately appointed Committees to inquire into the condition of the 
Bank and the necessity for the suspension. The Committee from 
the House of Commons presented their report on March 3, in 
which they stated that the total liabilities of the Bank on the 
25th of February were £13,770,390 and that the total assets 
amounted to £17,597,280,* of which, however, £10,000,000 were 
in the form of loans to the Government which could not be 
called. By reason of the unliquid condition of the Bank, both 
Committees reported that the suspension of payments should 
be continued for a limited time. A bill for that purpose was ac- 
cordingly brought in. The following are the chief provisions of 
the restriction act, which was passed on May 3, 1797: 


1. The Bank was forbidden to make any payments in cash to any of 
its creditors, or to use cash for any payments except to the Army 
and Navy, or in pursuance of an order from the Privy Council. 
The Bank might make no advance above £600,000 for the public 
service, in cash or notes. during the restriction. 


iN) 


1For a detailed account of the causes leading to the suspension see 
Macleod, The Theory and Practice of Banking, Volume II, pp. 77-92, and 
Aretz, Die Entivicklung der Diskontpolitik der Bank von England, pp. 
17-50. 

2The Order in Council issued by the Cabinet is printed in full in 
Gilbart, The Principles and Practice of Banking, p. 34. 

3 On this same day, the 27th of February, a meeting of 4000 merchants. 
bankers and other prominent citizens of London was held, with the Lord 
Mayor presiding, which unanimously adopted the following resolution 
for the purpose of giving support to the irredeemable notes: “That we, 
the undersigned, being highly sensible how necessary the preservation 
of public credit is at this time, do most readily declare, that we will 
not refuse to receive bank notes in payment of any sum of money to be 
paid to us, and we will use our utmost endeavors to make all payments 
in the same manner.” Gilbart, pp. 34 and 385. No longer compelled to 
redeem its notes in cash the Bank began to discount liberally and within 
a week had increased its issue by nearly £2,000,000. See Macleod, Volume 
II, p. 93. 

-4 Andréadés, p. 199. 
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3. The payment of debts in notes of the, Bank of England was 
~ to be deemed payment in cash, if offered and accepted as such. 
4. The notes were to be receivable at par by all public offices in 
payment of taxes. 
5. The act was to continue in force until June 24, 1797.° 


Excepting for a partial resumption in 1817, the notes of the 
Bank of England remained inconvertible from 1797 to 1821.° 
The period of suspension lasting for twenty-four years may 
logically be divided into two parts: the first extending until 1809 
and the second including the remaining twelve years. 

Up to 1809 the Notes of the Bank of England Did Not Ma- 
terially Depreciate. The notes of the Bank, as will be observed 


in the accompanying chart, increased but slightly from 1802 to 
1809.7 


MILLION POUNDS MILLION POUNDS 
30 30 


0 
1790 1800 1810 1820 1830 


_ CHarr I: FLucruations 1n THe Notre CIRCULATION, DiIscoUNTS AND 
GoLp RESERVE OF THE BANK or WNGLAND. 


5 The restriction act was extended by additional acts passed on June 22, 
and November 30, 1797; July 5, 1816; and July 5, 1818; and by one passed 
during 1819; so that the Bank was not legally required to resume specie 
payments until 1823 although it actually did so in 1821. 

6 Though they had been accorded a very privileged position by the act 
of 1797, the Bank notes were not given the legal tender quality. 

Source of data for charts I and II: Silberling, British Financial 
Experience. 1790-1830, an article published in the Review of Economic 
Statistics (Harvard), for October, 1919, pp. 289, 291 and 293. 
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Explanation of the Moderate Issues. It was due to two 
factors that the notes of the Bank during this period were not 
issued in excess. In the first place, the Government radically 
changed its policy and refrained from using the Bank as a means 
of financing the war as had been the case from 1793 to 1797; 
and second, a the Bank rate ruled above the market rate through 
these years,® merchants and bankers did not find it as Per eable 
as they did later, to discount their bills at the Bank. 

Pitt fortunately became fully conscious of the mistake he had 
made before 1797 in misusing the Bank’s credit; and he no longer 
demanded that the printing presses pay for the war. “His was 
not a nature to be obstinate when once he had realized a mistake, 
nor to profit by the Restriction Act to obtain artificial resources. 
He knew too much of the disadvantages of paper money to in- 
dulge in excessive issues and thus convert the Bank of England 
notes into common assignats.” ® 

In addition to the refusal of Pitt to use the Bank as a source 
of “revenue,” the height of the Bank rate aided in saving Eng- 
land during the earlier period from the evils of inflation. Since 
May 1, 1746, the Bank rate had stood at 5% on first class bills 
founded on a real transaction. On such bills, 5% was a high 
rate of discount, and until 1809 well above the rates in the open 
market. The commercial classes, therefore, did not find it ad- 
vantageous to discount their bills at the Bank, nor the general 
bankers to rediscount their portfolio and consequently the issues 
of the “Old Lady of Threadneedle Street” were quite moderate. 
It must not be thought that the directors of the Bank, foreseeing 
the effect of an overissue of notes on domestic prices and the 
foreign exchanges, purposely maintained a rate of discount above 
those prevailing in the open market. Such was not the case. 
They had the most hazy and inaccurate ideas of the relationships 
existing between money and prices. Inflation was prevented 
through their adherence to the age-long practice of discounting 
all bills at 5%, rather than through any knowledge of the prin- 
ciples by which the issues of the Bank should be regulated.'° So 
long, then, as the market rate chanced to rule below the Bank 
rate, the Bank discounted but little for the commercial classes ; 


8 See Review of Economic Statistics (Harvard), for October, 1919, pp. 
292-293. 

9 Andréadés, p. 207. 

10 This idea was expressed by Dr. Sivers in an article entitled, Beitrag 
eur Geschichte der Theorie des Disconts, published in Jahrbiicher fiir 
National-dkonomie und Statistik, 1872, pp. 96 and 97, 
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later, during the second period, when the market rate had risen 
above the Bank rate, merchants did find it profitable to discount 
at the Bank and its issues became excessive. 

The Depreciation of the Pound, 1809. Toward the close 
of 1808 and through 1809, the foreign exchanges fell rapidly 
and in terms of the paper money of England the price of bullion 
rose proportionately. The Bank had at last issued notes in ex- 
cess of the legitimate needs of the country and the pound had 
depreciated. This marks the beginning of the second part of 
the period of suspension. A spirit of speculation had swept 
over England, brought about by a series of political and military 
events which forced the market rates above the Bank rate. The 
introduction of the Continental System by Napoleon,'* having as 
its object the closing of the ports of continental Europe to Brit- 
ish commerce, was one of the factors responsible for this spirit, 
particularly as it concerned the products of Russia and the East 
of Europe.’” The, occupation of Spain and Portugal by French 
troops in October of 1807, which. opened the Spanish colonies 
in South America to the trade of the world, also stimulated the 
spirit of speculation, as British merchants hastened to form 
companies to trade with these new markets. With a rate of dis- 
count below that prevailing in the market, the Bank of England 
did its part in fanning the flame of speculation to an extent far 
beyond the bounds of ordinary rashness.“ Not only had the 
notes of the Bank of England appreciably increased, but the 
country banks which had increased in number from six hundred in 
1£08 to seven hundred twenty-one in 1810 had enlarged their 
circulation to £30,000,000.14 

The Bullion Committee. The large increase in the amount 
of bank notes in England during 1808, 1809, and 1810 caused 
prices to rise and the foreign exchanges to fall rapidly..® As 
Viscount Goschen would say, the decline in the purchasing power 


; 11 By the Berlin decree (Noy. 21, 1806) ; and extended by other decrees 
issued at Warsaw (January, 1807); Milan (December, 1807 ); and Fon- 
tainbleau (October, 1810). See Hayes, A Political and Social History of 


Modern Europe, p. 548; and Sumner, A History of American Currency, 
pp. 280-309. 


12 Macleod, Volume II, p. 136. 
13 Tbid., p. 187. 
14 [bid., p. 1388. The act of 1742 had conferred a monopoly of issue 
_ upon the Bank of England, the only banks not affected being those with 
less than six partners—the so-called country banks, 

15In a recent article by Hdwin R. A. Seligman, entitled Currency In- 
flation and Public Debts, published by the Equitable Trust Company of 
New York, the following statement appears on pages 19 and 20 regarding: 
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parity of the pound had caused the fall in the foreign exchanges. 
Not knowing, then, the reasons for the rise in the price of bul- 
lion (the premium on gold) and for the unfavorable exchanges, 
‘the House of Commons on February 1, 1810, resolved that a 
Committee should be appointed, to make an inquiry into, and an 
explanation of these phenomena. After examining a great many 
witnesses including bankers, merchants and others, they sub- 
mitted their report to the House on the 9th of June, together 
with the testimony of those examined.'® 


the financial conditions of England at that time. “The inflation [before 
1809] such as it was, was not primarily due, as yet, to the over-issue 
of paper. A few years later, however, the situation changed. By 1808- 
09 an era of speculation ensued and in the next few years the deficits 
were so great as to lead not. only to a resort to fresh loans, with a con- 
sequent rise in prices, but also to an increase in the Bank of Hngland 
note circulation, which soon amounted to more than double the original 
issue.” 
16 Macleod, Volume IT, p. 165. 
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The Gold Bullion Report. In this famous report, the Bul- 
lion Committee 1” declared it to be their opinion that: 


1) The depreciation of the Bank notes had been caused by their 
eacessive issue. “Since the suspension of Cash payments in 1797, 
however, it is certain that, even if Gold is still our measure of value 
and standard of prices, it has been exposed to a new cause of varia- 
tion, from the possible excess of that paper which is not convertible 
into Gold at will; and the limit of this new variation is as in- 
definite as the excess to which that paper may be issued.” 1® 

2) The legal regulation limiting the rate of interest to 5% pre- 
vented the Bank from curbing the speculative spirit of the merchants 
(had it been willing), by raising the rate of discount, when neces- 
sary, above this figure. “It is necessary to observe, that the law 
which in this Country limits the rate of interest, and of course 
the rate at which the Bank can legally discount, exposes the Bank 
to still more extensive demands for commercial discounts. While 
the rate of commercial profit is very considerably higher than 
5% as has lately been in many branches of our Foreign trade, 
there is in fact no limit to the demands which Merchants of per- 
fectly good capital, and of the most prudent spirit of enterprise, 
may be tempted to make upon the Bank for accommodation and 
facilities by discount.’ 1° 

3) The fall in the foreign exchanges was caused by the excessive ° 
issues of Bank notes. “A general rise of all prices, a rise in the 
market price of Gold, and a-fall of the Foreign Exchanges, will 
be the effect of an excessive quantity of circulating medium in a 


17 The Bullion Report was drafted by Messrs, Horner, Huskisson and 
Thornton who drew largely from the conclusions reached by Ricardo in 
a pamphlet entitled, The High Price of Bullion—a Proof of the Deprecia- 
tion of Bank Notes. 

18 Report, together with Minutes of Evidence, and Accounts *from the 
Select Committee on the High Price of Gold Bullion, p. 16. It is inter- 
esting to note that the report of the Bullion Committee of 1810 was 
identical in its findings with the report of the Committee of 1804 which 
investigated the reasons for the depreciation of the Irish currency. 
In 1804 and 1810, the doctrines and policies of the respective Bank di- 
rectors were condemned vigorously. 

19 Tbid., pp. 56 and 57. The excellence of the Gold Bullion Report is 
by no means universally accepted. Prof. H. S. Foxwell in a review of 
The Paper Pound of 1797-1821, by Edwin Cannan, in the Journal of the 
Royal Statistical Society for March, 1920, terms it a “much overrated 
document.” 

While the Bullion Report declared that the depreciation of a currency 
might be measured by the premium on gold, it ig felt to-day that a better 
measure is the index number of prices in the nation concerned, 
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country which has adopted a currency not exportable to other 
countries, or not convertible at will into a Coin which is ex- 
portable.” *° 

4) A restriction on the quantity of Bank notes issued would cause 
the foreign exchanges to rise. “The restoration of the Exchanges 
used to be effected by the clandestine transmission of Guineas, 
which improved it for the moment, by serving as a remittance; 
and unquestionably also in part, probably much more extensively, 
by the reduction of the total quantity of the remaining circulat- 
ing medium, to which reduction the Banks were led to contribute 
by the caution which every drain of Gold naturally excited. Un- 
der the present system, the former of these remedies must be 
expected more and more to fail, the Guineas in circulation being 
even now apparently so few as to form no important remittances; 
and the reduction of the paper seems therefore the chief, if not 
the sole corrective, to be resorted to.’ 7 

5) The Directors of the Bank of England should regulate their 
issues with reference to the foreign exchanges. “But Your Com- 
mittee beg leave to report it to the House as their most clear 
opinion, that so long as the suspension of Cash Payments is per- 
mitted to subsist, the price of Gold Bullion and the general Course 
of Exchange with Foreign Countries, taken for any considerable 
period of time, form the best general criterion from which any in- 
ference can be drawn, as to the sufficiency or excess of paper 
currency in circulation; and that the Bank of England cannot 
safely regulate the amount of its issues, without having reference to 
the criterion presented by these two circumstances.” *? 

6) The amount of paper in circulation should be reduced—but by 
gradual stages. “‘It is essential to the commercial interests of the 
Country, . . . that the accustomed degree of accommodation to the 
Merchants should not be suddenly and materially reduced.” ** 

7) The only sure remedy against an excessive issue would be found 
in making the Bank of England notes convertible. “Your. Com- 
mittee are of the opinion, that no safe, certain and constantly 
adequate provision against an excess of paper currency, either 
occasional or permanent, can be found, except in the convertibility 
of all such paper into specie. Your Committee cannot, therefore, 
but see reason to regret, that the suspension of cash payments, 
which, in the most favorable light in which it can be viewed, was 
only a temporary measure, has been continued so long; and partic- 
ularly, that, by the manner in which the present continuing Act 


20 The Gold Bullion Report, pp. 17 and 18, 22 Toid., pp. 49 and 50, 
21 Ibid., p. 38, 23 Ibid., p. 66. 
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is framed, the character should have been given to it of a perma- 


nent war measure.” ** 


This report is one of the first documents to reveal a clear un- 
derstanding of the influence of the discount rate on domestic in- 
flation and the foreign exchanges. ‘The Committece’s reasons for 
the fall of the foreign exchanges, then, would accurately account 
for the depreciation of the European exchanges at the present 
time.”° 

The “Reasons” Advanced by the Officials of the Bank for 
the High Price of Bullion. For the directors to have admitted 
the validity of the findings of the Committee, would have reflected 
upon their management of the Bank. For the merchants to have 
accepted their conclusions would, of course, have had the effect 
of curtailing the amount of accommodation which they had been 
accustomed to receive. Consequently, both the directors and the 
English merchants rejected the opinions held by the Committee 
and advanced the arguments: that the Bank notes had not de- 
preciated but that the price of bullion had risen, that. the fall of 
the foreign exchanges was caused solely by England’s adverse 
balance of trade, that the foreign exchanges were not influenced 
by the quantity of money in circulation, and that the notes of the 
Bank of England could not depreciate so long as they were issued 
upon bills of exchange representing actual commercial transac-. 
tions.7° The members of the House of Commons, also, by a large 
majority, in 1811, rejected the findings of the Bullion Committee 


and gave their endorsement to the doctrines advanced by the di- 
rectors.?’ 


24The Gold Bullion Report, p. 73. 

2“The Bullion Committee asserted that so important a restriction of 
the note circulation could only be effected by raising the rate of dis- 
count. The board of the directors of the Bank thus had the alternative 
either to maintain the stability of the rate of discount as well as of 
the note circulation—this” policy imparting monetary advantage to in- 
dustry and commerce, but disadvantage to the rate of exchange—or to 
keep the exchange at par by continual alterations in the rate of dis- 
count. The board of directors decided, at the expense of the whole 
British economy, to adopt the first course, although the Bullion CGom- 
mittee strongly objected.” Weill, History and Basis of Modern Discount — 
Policy, p. 353. : 

26 The Bullion Committee on pages 50, 58, 55 and 57 of their Report 
endeavor to refute this statement that bank notes cannot depreciate as 
long as they are issued on bills of exchange representing actual com-. 
mercial transactions and that, therefore, so long as this is so, no limit 
need be placed on the quantity of notes issued. 

*7 It is interesting to note that Sir Robert Peel voted with the majority, 
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A great reduction of the circulation, by reason of the failure 
of eighty-nine country banks, assisted by the close of the war and 
bumper crops, so rectified the exchanges and increased the gold 
reserves of the Bank that by November, 1816, the directors felt 
ready to set into operation a scheme for the partial redemption 
of their issues.** Hardly had this plan been instituted, than 
there arose a steady demand for gold from certain continental 
nations which were endeavoring to restore their currencies to a 
gold parity. This circumstance, accompanied by an increase in 
the amount of Bank notes, depreciated anew the foreign ex- 
changes, raised the price of bullion and forced the Bank to dis- 
continue the redemption of its notes. As both Houses of Parlia- 
ment again felt it necessary to make an investigation, committees 
were accordingly appointed on the 3rd of February, 1819.7° 

The Inquiry of 1819. In the nine years that had elapsed, 
the commercial and a large part of the banking world had become 
convinced of the soundness of the doctrines sct forth in the Gold - 
Bullion Report of 1810. Even the Governor, Deputy-Governor 
and several of the directors of the Bank agreed, as was brought 
out in the Parliamentary Inquiry, that a reduction in the amount 
of Bank notes would favorably influence the exchanges.*° As a 
tangible result of the inquiry, an act, which had been introduced 
by Mr. Peel, was passed requiring the Bank to resume specie pay- 
ments by May 1, 1823, and providing for a plan of partial re- 
sumption until that date.?4 A very rapid improvement in the 
condition of the Bank enabled it to begin a complete redemption 
of its notes by May 1, 1821, which brought to a close the period 
of suspension. 

Origin of the Concept of the Functions of the Bank Rate. 
The modern concept of the functions of the discount rate had its 
origin in the discussions which took place and the Parliamentary 
reports which were made during the suspension period. Many 
economists and bankers had come to recognize that the raising 


28For a complete account of the details of this plan, see Andréadés, 
p. 238. 

29 Had the legislators taken time to read the Gold Bullion Report, they 
would have been fully aware of the reasons for the unfavorable ex- 
changes without further investigation. 

30 However, the majority of the directors were still unconvinced and 
on the 25th of March, 1819 resolved that the issues of the Bank had no 
effect upon the exchanges. This resolution was not expunged from the 
books of the Bank until 1827. Macleod, Volume II, p. 202, and Walker, 
Money in Its Relations to Trade and Industry, p. 286. 

31 For the details of this act, see Macleod, Volume II, p. 216, 
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of the Bank rate above the market would curb credit expansions, 
would bring about a period of deflation with lower prices and 
would rectify the exchanges. Though the modus operandi of 
the discount rate had been recognized in its fundamentals by 
1821, the experiences of the Bank during the crises of 1825, 1836, 
1839 and 1847 added further to the existing stock of knowledge, 
so that when the crisis of 1857 occurred the Bank was fully aware 
of the proper course to follow in the management of the Bank 
rate. 

The Crisis of 1825. The crisis of 1825 originated from the 
desire of English merchants to reap large rewards from trading 
with the former colonies of Spain in South America, which by 
1824 had won their independence. As long as they had remained 
~ colonies of Spain their markets had been closed to British goods, 
but once they had been established as independent states the Eng- 
lish manufacturer felt that a boundless market had been opened 
to his goods as well as a fruitful field for exploitation and devel- 
opment. The desire of the merchants to profit by these newly 
opened markets soon degenerated into a spirit of speculation. 
“Very soon the situation recalled memories not only of 1810 but 
of 1720 and the time of the South Sea bubble.” 3? Some six hun- 
dred twenty-four joint stock companies were formed during the 
years 1824 and 1825 for the purpose of trading with South 
America, and of these, Gilbart has estimated, that only one hun- 
dred twenty-seven continued to exist in 1827.33 

The Policy of the Bank. The Bank did nothing to curb 
the speculative tendencies of the people. Instead it continued 
to discount liberally at 4%, a rate which had been in effect since 
June 20, 1822, and which was now slightly below the market 
rate.** Toward the close of 1823, the foreign exchanges be- 
came unfavorable, resulting in gold exports and declining re- 
serves at the Bank. In the face of this external drain of gold, 
the Bank increased its issues, defying every principle laid down 
in the Bullion Report. “When every consideration of common 
sense and prudence demanded a rapid contraction, when the spec- 
ulative fever was plainly declared, instead of doing what they 
[the directors of the Bank] could do to check it, they added 
fuel to the flames.” 3° Instead of raising its discount rate and 
contracting credit, the Bank, in May of 1825, actually began to 

82 See Andréadés, p. 250. 

33 See Gilbart, pp. 46 and 47, 


34 See Aretz, p. 173. 
85 Macleod, Volume II, p. 244. 
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- grant Lombard loans at 34%, that is, at % of 1% below the 
discount rate for bills of exchange.*® 

Rationing of Credit. During the summer of 1825 the Bank, 
at last, became alarmed over its declining reserves and frantically 
endeavored to contract its issues. On the 2nd of August advances 
were discontinued on stocks and the amount of its discounts ar- 
bitrarily curtailed.** Not until the 183th of December, however, 
was the discount rate raised and then only to 5% which was the 
highest the Bank could charge in accordance with the English 
“statute. However, so long as the Bank continued to ration 
credit, the policy instituted on August 2, it made little differ- 
ence whether the Bank rate was raised or not. Extensions of 
credit, on the part of a central bank, may be restricted either by 
raising the discount rate,** and thus eliminating the marginal bor- 
rowers (those who are unable or unwilling to pay the higher rate) 
or by rationing credit *° in accordance with a predetermined 
scheme. If the latter plan is adopted, a central bank must de- 
termine the amount of credit it can safely extend, and then ra- 
tion this among its various clients. Of course, this method of 
bringing about deflation is not, generally speaking, as good a 
method as the raising of the discount rate. When credit is par-— 
celed out, borrowers will fear that they may be unable to secure a 
quantity sufficient for their needs. ‘They will therefore increase 
‘their demands over and above what is legitimately required and 
scramble frantically for their share. Again, those who are fortu- 
nate enough to secure advances are enabled to profit considerably 
by extending loans at the higher market rates. And finally, no 
matter how carefully the plan for the rationing of credit has been 
worked out favoritism toward certain individuals or groups may’ 
creep in, rendering this mode of deflation much less impartial 
than the method of discounting at high rates all eligible paper. 
But the usury law, limiting the discount rate to 5%, forced: the 
Bank of England to adopt the credit rationing policy as a means 
of deflation in spite of its many disadvantages. ; 

The Bank Begins Liberal Discounting. Financial condi- 


36 Aretz, p. 171. 

37 Ibid., p. 165. 

38 Provided, of course, that the Bank rate, as raised, stands above the 
market rate and effectively controls iis 

39 Paper eligible for discount is simply a vehicle by which a central 
bank extends credit to the community. When a central bank refuses to 
discount bills formerly acceptable, its discounts would theoretically be 
reduced, and credit rationed in the sense that it would be extended only 
on the best paper. 
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tions grew progressively worse during the fall of 1825. Several 
banks failed, which caused runs on the remaining institutions. 
At this point, the Bank was forced to abandon its policy of ra- 
tioning credit. Had it been continued, the commercial banks, still 
in business, would not have had sufficient funds to meet their de- 
positors’? demands and a panic would have ensued. Beginning 
with December 14, the Bank discounted with the utmost freedom. 
In reference to their new policy, Mr. Harmon, one of the direc- 
tors, later stated: “We lent it [assistance on the part of the 
Bank] by every possible means, and in modes that we never had 
adopted before. We took stock as security, we purchased ex- 
chequer bills, we not only discounted outright, but we made ad- 
vances on deposits of bills of exchange to an immense amount; in 
short, by every possible means consistent with the safety of the 
bank; and we were not, upon some occasions, over nice; seeing 
the dreadful state in which the public were, we rendered every 
assistance in our power.” 4° Between the 14th, when the Bank 
began to discount with such liberality, and the 17th, upwards of 
five million pounds of notes were issued, which Macleod claims 
completely allayed the London panic.*! 

Comment on the Foregoing. In the management of the dis- 
count rate during this crisis, the Bank erred in not raising the 
rate sooner, and in not contracting its issues during 1824 and 
the first half of 1825, when the foreign exchanges were adverse. 
When the directors finally decided to restrict their accommoda- 
tions, they were, as we have seen, forced by the legal limitations 
placed on the Bank rate to resort to a rationing of credit, a 
policy by no means as judicious as discounting at high rates. 
At the time of the crisis itself, however, when the reserve per- 
centage declined rapidly because of a domestic demand for funds 
-and when a panic was threatened, the Bank, in discounting lib- 
erally, pursued the only policy which would support the credit 
structure of the nation.‘? For banks to increase their loans Iib- 


40 Report from the Committee of Secrecy on the Bank of England 


Charter, Ordered by the House of Commons to be printed—11 August, 
1832, p. 154. 


41 Macleod, Volume TI, p: 250: 
ent ay It might be well to differentiate at this point between the terms, 
crisis and panic. The beginning of the period of liquidation, when prices 
begin to fall, may be termed a crisis. As the liquidation proceeds the 
crisis merges into a period of depression. A. panic occurs when the 
process of liquidation results, for Some reason or another, in a break- 
down of the financial and banking machinery. A panic is usually 


rn at by banks suspending cash payments, currency premiums, 
ete. i 
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* erally, when a panic is threatened or during a panic, has been 


found to be correct panic finance. Such a policy may actually 


prevent a panic or allay its severity. 


The Act of 1833. The act of 1833,43 which extended the 
charter of the Bank until 1855 (though the Government reserved 
the right to suspend the charter under certain conditions at the 
end of twelve years), exempted it from the usury laws, in the case 
of bills of exchange or promissory notes made payable at or 


within three months. The necessity for such action had been 
‘argued before the Committee of Secrecy on the Bank of England 


charter ** by various witnesses,*” but especially by Mr. Norman, 
a director, and Samuel Jones Lloyd, a distinguished banker 


who later became Lord Overstone. Both pointed out, that in / 


case the market rate of interest should rise above 5%, the Bank ~ 
would be deluged with requests for accommodation and could 
protect its reserve only by the rationing of credit. Prof. Aretz 
expresses the same thought in his work dealing with the develop- 
ment of the discount policy of the Bank of England: “Da sie 
gesetzlich ihre Rate nicht iiber 5% erhdhen diirfe, so konne 


43 Passed on the 29th of August, 1833. Tor the details of this act, see 
Macleod, Volume II, p. 272; or Gilbart, pp. 64-71. 
44 4 committee appointed on May 22, 1832 to consider: 


1) the causes of the panic of 1825. 

2) the expediency of having the Bank of Hngland publish its ac- 
counts periodically. 

3) the effects of the usury law limiting the rates of interest to 5%. 

4) the possible advantages or disadvantages of making the Bank 
of Pngland notes legal tender, 

5) the advisability of having other banks issue paper money in 
London aside from the Bank of England. 


45 The testimony of some of the witnesses is intensely interesting, in 
throwing light upon the management of the Bank. Mr. Horsley Palmer, 
Governor of the Bank, at that time, stated that the Bank considered it 
advisable to hold a cash reserve of 3314% when the foreign exchanges 
were favorable. Later, when asked if it were not desirable for the 
benefit of the country to have the rate of interest as low as possible, he 
replied: “Certainly; but the reduction by competition, on the part of 
a body like the Bank, would tend to an excess, thereby raising the prices 
and turning the Hxchanges against the country, which would occasion a 


‘reaction more prejudicial in its effects than any previous. benefit to be 


derived in a temporary reduction in the rate of interest.” (Report of 
1822, question #563.) Later on in his testimony, “he condemned strongly 
the practice of the Bank during the restriction with respect to the ex- 
tensive discounts of mercantile paper at 5%, when the market rate was 


‘much higher, which necessarily led to an excessive issue.” (Macleod, 


Volume IT, p. 267.) 
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sie ihre Diskontierungen nicht auf diesem Wege einschréanken, 
sondern nur durch Zuriickweisung von solchem.” 4° 

Speculative Tendencies from 1834 to 1836. No sooner had 
the Bank’s charter been extended, than England was infected 
with the virus of speculation, as in 1824 and 1825. Through 
the years 1834, 1835 and 1836, a rapid increase had occurred in 
the number of railway companies and joint stock banks. Con- 
currently with the formation of the new concerns at home, the 
British exported large amounts of capital to the various 
nations of Europe and to the United States.47 In fact, the 
debtor countries were eager to import capital from England by 
reason of the low rates of interest prevailing in London—rates 
_ artificially low due to the large extensions of credit on the part 
of the joint stock banks. 

Beginning with March of 1836, the reserve of the Bank de- 
clined steadily,** though it was not until July, that the directors 
decided to raise the discount rate from 4 to 444%. On the 1st 
of September the rate was again raised to 5%. The Bank rate 
was not further advanced, although the market rate of discount 
on the best bills stood at 544%, from November of 1836 to May 
of 1837, or % of 1% above the Bank rate.4® This condition 
would have caused the market to be in the Bank and inflation to 
proceed merrily on, had not the directors announced in August 
that the bills, which had been endorsed by joint stock banks, 
would no longer be discounted. The directors were compelled, 
however, to abandon this policy in November, when the Northern 
and Central Bank, with thirty-nine branches, appealed to it for 
aid. Rather than allow this institution to fail with the prob- 
able consequence of a panic and run on other banks, the directors 
extended it in all, £1,370,000. For the same reason, the Bank 
advanced some £6,000,000 early in 1837 to the bankers in- 
terested in the American trade. “It had no cause to regret its 

46 Aretz, p. 191. 

47'The failure to renew the charter of the Second Bank of the United 
States in 1836 necessitated the use of a larger amount of specie in Amer- 
ica. This was obtained by Selling American securities in England and 
taking the proceeds in the form of gold which was sent to America. 

48 As was mentioned earlier, the Bank endeavored to maintain a cash 
reserve of 3314%. In October 1833 the reserve amounted to as much, but 
from then through the difficulties of 1839, the Bank had great trouble 
in maintaining the reserves at this figure. 

49 Report from the Select. Committee on Bank Acts; together with the 
Proceedings of the Committee, Minutes of Evidence, Appendix and In- 


dices. Ordered by the House of Commons, to be Printed, 30 Jul 5 
Question #4876, ’ y, 1857. 
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' courage: not only was a terrible crash avoided, but the advances 


made were repaid almost in full.” °° 

Economic Conditions Improve in 1837 and 1838. Finan- 
cial conditions in England improved considerably during 1837. 
By December, the market rate of interest had fallen to 344%, and 
during the year the bullion in the Bank more than doubled.** 
The Bank felt justified, then, in lowering its discount rate to 
4% on February 15, 1838, and to 342% in November for 


advances upon bills of exchange, East India bonds, exchequer bills 


~and other approved securities.°” 


The improvement in economic conditions was only temporary. 
The bad harvests of 1838, necessitating the importation of grain 
to the value of £10,000,000 sterling, coupled with a breakdown of 
the credit machinery on the continent, which forced the Bank of 
France to appeal for funds, caused heavy exportations of bullion 


- from England beginning with 1839. 


The Crisis of 1839. Through the first quarter of 1839, the 
market rate of interest was higher than the Bank rate, “and the 
consequence was an immediate pressure for accommodation on 
the Bank.” ®? ‘Notwithstanding the continuous rise in the 


“market rate of interest, and the unmistakable drain of bullion 


that had set in,” °* the Bank seemed paralyzed, for it was not 
until the 16th of May, 1839, that the directors raised the Bank 
rate to 5%. On the 20th of June, the Bank rate was again 
raised to 54%, and on August 1, to 6%, with the announce- 
ment that no securities would be received except bills of ex-' 
change.®®> These measures proved ineffective in stopping the 
drain, which proceeded at such a rapid rate that it was feared 
the Bank would soon be bankrupt. On the 16th of July, its 
liabilities were £28,860,000 and its specie holdings amounted to 
only £2,987,000.°° The fear on the part of the public, at home 
and abroad, that the Bank would suspend accelerated the drain. 
Only through borrowing £2,000,000 from the Bank of France 
and £900,000 from bankers in Hamburg (a practice which the 

50 Andréadés, p. 266. 

51 Report from the Select Committee of 1857, question #4876, and p, 148 
of the appendix. 

52 Macleod, Volume II, p. 282. 

53 [bid. 

54 [bid. 

65 From September 1839-to January 1840 the market rate for first class 
bills stood at 614% or above. Report from the Select. Committee of 1857, 


£4876. : 
56 Macleod, Volume II, p. 283. 
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Bank of England repeated during the Baring difficulties of 1890) 
was suspension averted. This measure had the effect of grad- 
ually arresting the drain of bullion, which reached its lowest 
point in the week ending September 2, 1839.°" 

Comment on the Foregoing. The necessity of borrowing 
from the Bank of France would probably have been eliminated, 
had the Bank rate been raised earlier and high enough to attract 
foreign capital. This was not done because the directors were 
not aware then of the power of a discount rate relatively high in 
comparison with those prevailing in other nations to draw capital 
from abroad.°* Nor had the directors learned the importance of 
maintaining the Bank rate, during the upward swing of the busi- 
ness cycle, above the market rate and at a point which would 
check inflation and speculation and stay the foreign drain. The 
directors seemed paralyzed in the cyclic drain of 1839. When 
they finally perceived the dangers threatening the Bank, they 
very tardily raised the Bank rate and refused to make advances 
on any securities*excepting bills of exchange. The psychological 
effect of the latter measure was to accelerate the drain. The 
directors had not even profited by the policy followed in 1825 
and which proved to be so very effective then in allaying a panic, | 
, i.e, of discounting liberally but at a high rate during the crisis 
itself. The discount policy of the directors in 1839 was much 
less commendable on the whole than that of the directors in 1825.. 

The Inquiry of 1840. As had been customary after former 
crises, a Committee from Parliament was appointed on the 10th 
of March, 1840, to probe into the reasons for the recent financial 
disturbances and to formulate a plan for reforming the banking 
system which would prevent their recurrence. The Committee 
sat for nearly two years and asked some 5000 questions with- 
out reaching any definite conclusions as to the modifications 
needed in the Bank act.*® 


57 Macleod, Volume ITI, p, 285. 

58 Aretz, p. 22. 

59 Many of the persons examined by the Committee, among them 
Richard Cobden, quite legitimately criticised the Bank for not having 
raised its discount rate at the beginning of the drain. (Report from the 
Select Committee on Banks of Issue—Ordered, by the House of Commons 
to be Printed T August, 1840, question #502.) Tooke (question £3769) 
pointed out in an able manner the effect of a rise in the interest rate on 
the foreign exchanges, stating that the foreign capitalists would be in- 
duced “to abstain from calling for their funds from this country, to 
the same extent as they otherwise might do, and it would operate at 
the same time in diminishing the inducements to capitalists in this coun- 
try to invest in foreign securities, or to hold foreign securities, in order 


e 
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The Currency Principle. Though the Committee itself was 
unable to propose remedial measures, Sir Robert Peel, member 
of the Conservative Party and Prime Minister from 1841 to 1846, 
had quite definite ideas as to the reforms needed. The cause for 
England’s recurring crises was due, he felt, to the overissue of 
notes on the part of the banks, leading to higher prices and to 
the exportation of specie. By prohibiting the issue of bank 
notes, excepting against deposits of an equivalent amount of 
specie, the possibility of an overissue would be eliminated. If 
gold were then exported, for any reason, bank notes could not 
be substituted for the specie shipped abroad, but would suffer 
a proportionate decline. When bank notes are based entirely 
upon specie, as Peel urged, they are said to be issued in ac- 
cordance with “the currency principle.” °° 

The adherents of the currency principle, pointed out in support 
of their idea that each nation is possessed of an amount of specie 
necessary to maintain its prices in an equilibrium with the prices 
prevailing in other countries. This is so because a flow of specie 
from one nation to another, if long continued, would cause prices 
to fall in the first, prompt foreigners to purchase there, increase 
the commodity exports and reverse the flow of the precious metals. 
To replace with bank notes the gold which had been exported, 
would by preventing the fall in prices, impede the operation of 
these natural forces and might result in driving all of the specie 
from the country. The only way of making sure, that as specie is 
exported, bank notes will be reduced proportionately,.is to for- 


pid their issue unless protected by deposits of specie to an equiva- 


lent amount. In securing gold for exportation, the notes would 
thus be redeemed and would automatically decline. 

Criticism of the Currency Principle. No one would think 
of disputing the fundamental proposition of the currency school 


to make investments in British stocks or shares.” In answer to ques- 


tions #1918 and #1949 the same reply was made by others. Samuel Jones 
Lloyd stated it as his opinion that “during periods of tranquillity ... the 
Bank rate of discount is generally above the market rate, but during 
periods of heavy pressure, should be inclined to say that the market rate 
was above the Bank rate” (Question #2837). Undoubtedly, as has been 
indicated already, speculation during the upward swing of the business ' 
_eycle was intensified by the Bank rate not keeping pace with the ad- 
yances in the market rate. 5 
60 The term “current principle’ was first used by Mr. G. W. Norman 
in his evidence before the House of Commons Committee on Banks of 
‘Issue, 1840, question #2018. The proponents of the currency principle 
included, besides Mr. Norman, Sir Robert Peel, Mr. Samuel Jones Lloyd 


(Lord Overstone), and Colonel Torrens. 
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that movements of specie between gold standard countries tend 
to keep in equilibrium the prices of goods entering into inter- 
national trade. The acceptance of the validity of this proposi- 
tion, however, does not necessitate the cenclusion that bank 
notes should be based entirely upon gold, or that when based 
entirely on gold will decline in quantity as specie is exported 
abroad. In the crisis of 1847 in-England, the exportation of 
specie, though the Bank of England notes were then issued in ac- 
cordance with the currency principle, did not result in a reduc- 
tion in the quantity of those notes. Gold may be withdrawn from 
a central bank, not only through the redemption of notes, but 
also by the discounting of bills, the proceeds of which, withdrawn 
in the form of specie, are shipped abroad. In fact, in England 
during the crisis of. 1847, though the bullion held by the Bank 
declined by nearly a half, the notes in circulation actually in- 
creased. Further it must be noted that bank notes issued only 
on deposits of specie are rendered inelastic and incapable of 
meeting satisfactorily seasonal and cyclic demands for money, 
the latter being due to the recurring periods of prosperity and 
decline which have so characterized economic data during the 
past hundred years. 

The Banking Principle. Peel’s bill embodying the principles 
of the currency school was opposed vigorously in England by the 
adherents of the “banking principle” ** of issuing notes. The 
proponents of this theory were opposed to any restriction on the 
quantity of bank notes issued by a central bank, maintaining 
‘that an overissue could not take place as long as the notes re- 
mained convertible and were put into circulation only by discount- 
ing good commercial paper. Should the issues become excessive, 
they would be quickly returned to the banks and redeemed. Such 
principles of bank-note issue would operate best, of course, in 
a country like Canada, where there exist a number of note-issuing 
banks competing with one another, and each one promptly re- 
deeming such of the notes issued by the other banks as have fallen 
into its possession.°? In most countries, however, one bank has 
secured a monopoly of the privilege of issuing notes. Should 


61'The proponents ot the “banking principle’ included Thomas Tooke, 
Mr. Fullerton, Mr. James Wilson and M. Courcelle-Seneuil. 

62 Tt must not be thought that the true banking principle is followed 
in Canada, for the issues of the different chartered banks, excepting un- 


der particular circumstances, are limited to the amount of the paid-up- 
capital of each. 
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this institution be wisely managed, should the reserve be kept 
at a figure high enough to assure prompt redemption, and should 
the discount policy of the bank be such as to curb speculation, 
its notes could be issued in accordance with the banking prin- 
ciple with no injurious results. But experience has shown that 
bankers, when allowed this freedom, have not always wisely reg- 
ulated their issues of notes; either through ignorance of the eco- 
nomic effects or by reason of political pressure, overissues have 
frequently occurred.®? In order, therefore, to protect the people 


from being defrauded by excessive issues of notes, nations have 


found it necessary, in chartering a central note-issuing bank, to 
stipulate the percentage of gold or cash reserves which at all 
times must be maintained to insure the prompt redeemability of 
the bank notes. 

The Peel Act. The Peel Act was an embodiment of the doc- 
trines of the currency school. The provisions of this act which 
are important for their bearing on the development of the dis- 
count policy of the Bank of England are the following: 


1) After the 31st of August, 1844, the issue of notes was to 
be kept entirely separate from the general banking business of 
the Bank of England, and was to be placed in charge of a com- 
mittee of directors appointed by the Court, under the name of the 
“Issue Department of the Bank of England.” 
2) On the same day the Governor and Company of the Bank of 
England were required to transfer to the issue department secur- 
ities to the value of £14,000,000 and also as much gold and silver 
coin as should not be required by the banking department. The 
issue department was to deliver to the banking department an 
amount of notes exactly equal to the securities. gold and silver 
coin so deposited. 

3) The proportion of silver bullion in the issue department ‘to 

the gold coin and bullion held by the same department was not 

to exceed one-quarter at any one time. 

63 The fact that a bank issues notes solely on bills of exchange growing 
out of actual commercial transactions does not preclude the possibility 
of their overissue. During an era of speculation a central bank might 
issue so many of its notes, based on commercial paper, as to drive the 
specie abroad. Prices would rise, and as they rose, more notes would 
have to be issued as the bills of exchange would be drawn for larger 
amounts of money comparable to the new commodity price level, the 
issuance of these additional notes forcing prices up further, and so ad 


infinitum. 
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4) All persons were to be entitled to demand Bank notes in ex- 
change for standard gold bullion at the rate of £3 17s. 9d. per 
ounce from the 31st of August on. 

5) In case any banker, who on the 6th of May, 1844, was issu- 
ing his own notes, should cease to do so, it would be lawful for 
the Crown in Council to authorize the Bank to increase the amount 
of securities in the issue department to any amount not to exceed 
two-thirds of the amount of notes withdrawn from circulation, 
and to issue its own notes to a corresponding amount. 

6) Weekly accounts of the assets and liabilities of the Bank were 
to be transmitted to the government. 

7) Additional notes might only be issued by the issue department 
against deposits of specie to an equal amount; excepting the notes 
which were to be issued against securities as provided in the act 
and as described above.** 


The Bank Rate Lowered to 22%. On the fifth of Septem- 
ber, following the passage of the Peel Act, the directors lowered 
their rate of discount from 4 to 249%. By reason of its high 
rate, the Bank for some time had been entirely “out of the 
market,” and therefore lowered its rate that it might conform 
more with actual market conditions, and also that the Bank 
might invest a larger proportion of its resources °° and increase 
its profits. In the speeches of the proponents of the Peel Act, 
the directors of the Bank had been distinctly told that they no 
longer needed to be cautious in the granting of discounts, as the 
banking department was henceforth to be managed like any 
banking concern using Bank of England notes.®* An overissue 
could not take place for the currency was to be controlled by 
self-acting invariable principles. Since the issue department was 
henceforth to be regulated by such automatic forces, the directors 
felt themselves free in the banking department “to use their full 

64 For the complete details of the Peel Act, see Macleod, Volume II, 
pp. 299-302. 


65 This reason for the lowering of the rate is given by most authorities, 
see Palgrave, Bank Rate and the Money Market, p. 49; and Gibson, 
Bank Rate—the Banker's Vade Mecum, p. 55. 

66 In this connection Sir Robert Peel said: “Our general rule is to 
draw a distinction between the privilege of issue and the conduct of the 
banking business. We think they stand on an entirely different footing. 
We think that the privilege of issue is one which may be fairly and ‘justly 
controlled by the State; and that the banking business is a matter in 
respect to which there cannot be too unlimited and unrestricted a com- 
petition.” From speech in the House of Commons, May 6, 1844, quoted 
in The Bankers’ Magazine (London) Volume I, 1844, p. 190, 


‘ 


OF THE BANK RATE 23 


Discretion like any ordinary trading Company acting for the 
Profit of its Proprietors.” °* ’ 

The Bank maintained its rate of discount at 2%5% until the 
16th of October, 1845, when the rate was raised to 8%, and 
later, on November 6th, to. 342%.°° The rate continued un- 
changed at that figure until the 27th of August, 1846, when it 
was lowered to 3%. 

The Deficient Harvests of 1846. The year 1846 was marked 
by the failure of the potato crop in Ireland and by a deficient har- 
~vest in England. The failure of the crops necessitated the ex- 
portation of large quantities of coin and bullion, beginning with 
November, 1846, to secure foreign grains. ‘‘Consequent upon 
the Arrangements made for that Import, the Exchanges with the 
Continent and America rapidly declined, and between the Months 
of December, 1846 and April, 1847, the Demand made upon the 
Bank in their Banking Department reduced the Reserve from 
Nine and a Half Millions in December to Three Millions in 
April.” °° Though the exchanges had been unfavorable since 
the 14th of November, and though the market rate of discount 
for the finest bills had been above 3% during November and 
December of 1846, the Bank rate was not raised until the 
16th of January, 1847, from 8 to 34%%. On the 23d of Jan- 
uary the rate was raised to 4%, on the 10th of April to 5%, 
and a limit placed on the amount of bills which the Bank would 
discount, no matter how excellent they might be."* “Here we 
have the same inveterate blunder committed by the Bank on 
so many previous occasions—an immense drain of bullion, and 
yet none but the most feeble, inefficient, and puerile means taken 
by the Bank to raise the value of money.” “* The directors had 
been told by the advocates of the currency principle that as 
specie was exported the notes of. the Bank of England would 

6t Report from the Secret Committee of the House of Lords appointed 
to inquire into the Causes of the Distress which has for some Time pre- 
yailed among the Commercial Classes, and how far it has been affected 
by the Laws for regulating the Issue of Bank Notes payable on Demand, 
Ordered, by The House of Commons, to be Printed, 28 July, 1848, p. 
XXXIII. This Committee was appointed on November 30, 1847. 

68 Juglar, Des Orises Commerciales, p. 355. 

69 from the testimony of Mr. Horsley Palmer before the Lords Com- 
mittee of 1848, question #684. 

70 Report from the Select Committee of 1857, question #4876. 

71The possibility of inequitable distribution of credit if deflation is 
brought about through the rationing of credit rather than through the 
raising of the rate of discount has already been noted. 

72 Macleod, Volume II, pp. 306 and 307. 
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decline proportionately, causing prices to fall and leading to 
commodity exports and gold imports. To their surprise, how- 
ever, they at length saw that the amount of bank notes in circula- 
tion did not decline as the bullion was exported, and they tardily 
inaugurated a policy of contraction ** by the rationing of credit. 
This had the effect, by May, 1847, of raising the market rate 
of discount to 7% on the finest of bills, which stopped the foreign 
drain. 

Criticism of the Policy of the Bank. The pressure upon the 
Bank from November of 1846 to the spring of 1847 (the first 
phase of the crisis of 1847) resulted from heavy exports of gold 
* abroad, particularly to the United States, to secure grain.‘* The 
Bank was severely criticised by witnesses who appeared, in 1848, 
before the Secret Committee of the House of Lords, for not havy- 
ing raised its discount rate sooner, during this period, when 
the foreign exchanges were unfavorable and bullion was leaving 
the country. Mr. James Lister, head of the Union Bank in 
Liverpool, in testifying before the Committee, stated: “If they 
[the directors of the Bank of England] had raised the Rate of 
Interest sooner I think it would have caused a Contraction and 
checked Operations earlier, and caused a less violent Crisis. In 
the City they told me at the Time that the leading monied Men 
complained bitterly of the Bank not raising the Rate.” 7 
Mr. G. W. Norman, a Bank director since 1821, corroborated Mr.. 
Lister’s opinion: ‘With my present Knowledge of Facts, I cer- 
tainly cannot doubt but that the Pressure would have been less 
intense in April, if the Rate of Interest had been raised 
earlier.” ‘© Thomas Tooke held the same opinion.7* 

The Lords Committee Report on Rationing Credit. While 
the Lords Committee agreed with the testimony of these authori- 
ties that the Bank should have raised its rate earlier and that 
the failure to do so “aggravated the Intensity of the subsequent 


73 Their failure to raise the rate sooner “aggravated the Intensity of 
the Pressure, to the great Loss of the Public and the Embarrassment of 
he Ae itself,” Lords Report of 1848, p. XXXIX. See also Sivers, 
p. 98. 

74 Report from the Secret Committee of the House of Lords, pp. XXII 
to XXXTI. 

7 Report from the Secret Committee of the House of Lords, 1848, 
Question #2450. The same view was held by Samuel Gurney, question 
#1098, 1100; by Samuel Jones Lloyd, question #1355; and by the Com- 
mittee, p. XXXIX, 

76 [bid:, question #2690, 

77 Tbid., question #3051. 
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Pressure in April,” ‘* they condemned the particular method used 
in contracting credit. “In the course of this Process [the ration- 
ing of credit, or the limitation of discounts] it is scarcely neces- 
sary to point out how much the Commercial Difficulties must have 
been aggravated. This cannot be denied even by those who an- 
ticipate that the Bank might have been relieved, and the Bank 
Reserve strengthened. But if the Effect had been to increase the 
Pressure and Alarm to a greater Degree, by the Limitation of 
the Discounts, then that Alarm and Pressure were mitigated by 
‘the Augmentation of the Reserve, the Condition of the Bank, 
already shown to be perilous, would have necessarily become still 
more alarming, and ‘the Remedy might have proved,’ to use the 
Words of a Witness already quoted, ‘still worse than the 
Disease.’ ” 79 : 

Speculation in Food-Stuffs, 1847. The high price of grain 
during the spring of 1847 had tempted many speculators to ar- 
range for the importation of food-stuffs and other products out , 
of all proportion to their financial strength.8° A subsequent fall 
in the price of wheat, corn and sugar, due to the abundant harvests 
of 1847, caused the failure of many concerns which had speculated 
in these commodities and material distress in other branches of 
commerce.*! In commenting upon the situation, Mr. George W. 
Norman stated: ‘There was a very large, and I think indiscreet, 
Extension of Trade beyond the Capital the Parties had to carry . 
it on, in the Corn Trade, in consequence of the Profits which had 
resulted from the first Importations of Corn. In the India Trade 
there was a larger Extent of Trade carried on than was justified 
by the Amount of Capital, and which had been supplied by 
renewing Bills. . . . After the failure of One or Two Houses it 
appeared that Credit had been stretched to a most unreasonable 
Extent, larger than I ever recollect.” °° 
_ The Internal Drain of 1847. On the 9th of August, Leslie, 
Alexander and Company stopped payment, the first to fail of 
many houses engaged in the importation of foreign products. 
The failures that followed generated a general spirit of dis- 
eredit, resulting in a widespread withdrawal of deposits from 
banks. During August, the Bank of England found it neces- 


78 Report from the Secret Committee of the House of Lords, 1848, p. 
XXXIX. 

79 Tbid., p. XVII. 

80 Tbid., testimony of Mr. Horsley Palmer, question #684. 

81 [bid., testimony of Mr. William Cotton, questions #3193-4. 

82 Tbid., question #3149, 
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sary to raise its minimum rate of discount to 570 because of 
the declining percentage of its gold reserves. This, however, 
was but a minimum rate, as much of the paper was discounted at 
higher rates ranging up to 7%. Beginning with the 2nd of 
October the Bank refused to make further advances on stock or 
exchequer bills,S? an action which caused a rapid liquidation of 
stocks on the exchange. On the 18th.the Royal Bank of Liver- 
pool stopped payment, followed by. the failures of the North and 
South Wales Bank, the Liverpool Banking Company and the 
Union Bank of Newcastle. “A complete cessation of private dis- 
counts followed,” §* every one scrambled for money and no one 
would part with that which he had. 

Suspension of the Peel Act. The condition of the Bank was 
such that it could issue no more notes without violating the pro- 
visions of the Peel Act and yet if this were not done, the entire 
credit fabric of England would be endangered. Consequently the 
Bank on Saturday, the 23rd of October, secured the permission 
of the Ministry to issue notes beyond the limits set down in the 
Peel Act, a fact which was made public on the 25th at one o’clock. 
The Ministry, in authorizing the Bank to increase its issues, 
recommended that its rate of discount be not less than 8%, and 
that the amount of its discounts be restrained within proper 
bounds. Should an extraordinary issue of notes take place, the 
profits derived therefrom were to go to the government, and a. 
Bill of Indemnity, so the Ministry promised, would be introduced 
in Parliament to relieve the directors from such legal penalties as 
they might be subject to in enlarging their issues.°° The Bank, 
however, did not find it necessary to issue notes in violation of the 
law, for no sooner did the commercial classes realize that notes 
could be procured than the desire for them vanished and the notes 
which had been hoarded were released.*® 

Differences between the Spring and Fall Pressures of 1847. 
The reasons for the pressure upon the Bank in the Spring and in 
the Fall of 1847 must be sharply differentiated ; the Spring pres- 
sure was caused by an external drain, while a domestic demand for 
funds caused the pressure in the Fall. The Lords Committee con- 


83 Macleod, Volume IT, p. 312. 

84 [bid., p. 318. 

85'The Treasury Letter of October 25 is printed in full on p. X, of 
the Report of the Secret Committee of the House of Lords, 1848. 

86 Mr. Gurney testified before the Lords Committee in 1848 that the 


amount of notes which had been hoarded and were released came to 
£4,000,000. Ibid., p. XI. : 
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cluded that during the Spring pressure the Bank erred in not 
raising its discount rate sooner and to a level which would, by 
contracting the circulating medium at home, stay the exportation 
of gold abroad, rectify the exchanges and eventually render it 
profitable for foreigners to send gold to England. On the other 
hand, the Committee declared that in the Fall, when the foreign 
exchanges were favorable, the Bank should have followed an en- 
tirely different procedure. As early as September it should have 
increased its accommodation (though at a rate above the market 
-rate)—the only effective way of allaying alarm at the time of a 
cyclic demand.** 

Lessons of the Crisis of 1847. Though the discount policy of 
the Bank during the crisis of 1847 left much to be desired, the 
crisis had not been in vain. The Bank had profited greatly from 
the illuminating experiences of that time and from the testimony 
of the witnesses appearing before the Committees of Inquiry. It 
had come to realize that the Peel Act did not by itself prevent over- 
expansion, that Bank of England notes would not necessarily 
contract as gold was exported and that there could be deposit in- — 
flation as well as note inflation. Above all else, the Bank had come 
to realize that its banking department could not be managed like 
an ordinary bank, with sole reference to its own safety. As the 
holder of the ultimate banking reserve of England, the Bank real- 
ized that its policies must be so framed as to protect this reserve. 

Discount Policy of the Bank during the Crisis of 1857. The 
knowledge gained in 1847 was soon put to the test. Courageously 
and unhesitatingly the Bank raised its discount rate immediately 
the crisis of 1857 was threatened, and raised it to a level suf- 
ficiently high to counteract any danger. At the time of the cri- 
sis itself, from November 13 to November 30, the Bank dis- 
counted liberally but at a high rate in order to abate the public » 
alarm.*® 

87 See pp. XXII-XXXIII of the Report from the Secret Committee 
of the House of Lords, 1848. It must not be thought that the Bank erred 


in raising their discount rate in the Fall. They erred in their refusal 
to extend accommodation liberally. Even in the case of an internal 


drain the Bank rate should stand above the market rate to curb specu- ~ 


lative tendencies. 

ss For a detailed discussion of the crisis of 1857, see Andréadés, pp. 
848-352. On the 12th of November, 1857, the ministry allowed the 
Bank to exceed the limit of the issues prescribed in the Peel Act on con- 
dition that the directors continue to discount at 10%. The Bank issued 
two million pounds of notes in excess of the statutory limits. After 
November 30 no notes were issued in excess of these limits. The crisis 
was caused by (1) an unprecedented extension of foreign trade, (2) ex- 


28 ORIGIN OF FUNCTIONS 


The testimony of Thomas Matthias Weguelin, Governor of the 
Bank of England, and Sheffield Neave, Deputy-Governor, before 
thet Select Committee of 18577 on Bank Acts, covering one hundred 
sixteen pages, reveals very clearly that these gentlemen understood 
the principles which should govern the discount policy of a central 
bank during normal periods, as well as during the time of a domes- 
tic or a foreign drain. In commenting upon the discount policy of 
the Bank during the crisis of 1857, the Right Hon. Lord Overstone 
(S. J. Lloyd) stated: “I believe that the Bank during the last 
two years has been managed, as nearly as human affairs can be, 
perfectly, and that if there had. been the same firmness m 
1847, it would very materially have mitigated some of the evils of 
that crisis. On the other hand, I believe that had the Bank, dur- 
ing the recent period of pressure, delayed in raising her rate of 
discount, as she did in 1847, considerable inconvenience might have 
arisen.” 8° When asked if ‘“‘the difference between the circum- 
stances in 1847 and those of the last two years [1856 and 1857] is 
very much to be traced to a better management on the part of the 
Bank of England,” he replied: “It is to be traced to better 
management on the part of the Bank of England, to greater in- 
telligence on the part of the public respecting the principle of 
monetary management, and to the fact that in 1847 the mercantile 
community were found in a state not so well prepared to meet the 
pressure as they have been in 1857.” °° ‘ 
Testimony of Mill. The testimony of John Stuart Mill before 
the Committee indicated the change which had taken place in the 
attitude of the directors since 1847. He said: ‘I think they at 
first began, after the Act of 1844 [the Peel Act] to act entirely 
upon that principle [that in the management of the banking de- 
partment they had nothing whatever to consider but their interest 
as a bank]; they took the word of Sir Robert Peel, the author of 
the Act, anything they did as mere bankers, in the management of 
their deposits, was no concern of the public, but only their own 
concern. . . . I think that since 1847 the Bank have been quite 
aware, and the public have been aware, that that view of the Act 
of 1844 is not sustainable; and that an establishment like the 
Bank is not like other bankers, who are at liberty to think that 


cessive importations of specie, (8) a rapid development in banks and 
credit institutions. 

89 Report from the Select. Committee on Bank Acts; together with the 
Proceedings of the Committee, Minutes of Evidence, Appendix and Index. 


Ordered, by the House of Commons to be Printed, 30 July, 1857, question 
£4010. 


90 [bid., question #4012. 


OF THE BANK RATE 29 


_ their single transactions cannot affect the commercial world gen- 
erally, and that they have only their own position to consider. 
The transactions of the Bank necessarily affect the whole transac- 
tions of the country, and it is incumbent upon them to do all that 
a bank can do to prevent or to mitigate a commercial crisis. This 
being the position of the Bank, and the Bank being much more 
aware of it since 1847 than they were before, they have not acted 
so entirely as before on the principle that they had nothing to 
consider but their own safety.” 94 

Conclusion. It may be concluded then, that the directors of 
the Bank of England had a clear concept, during the crisis of 
1857, of the procedure which a central bank should follow in the 
management of its discount policy—a knowledge which they had 
mastered sometime after the crisis of 1847 ® but which in its en- 
tirety was the outgrowth of the experience through which the 
Bank passed from 1797 to 1850. The propositions thus estab- 
lished as fundamental regarding the management of the Bank 
rate were: 


1) That excessive issues on the part of a central bank in the form 
of notes or deposits will raise prices, drive gold abroad and de- 
preciate the foreign exchanges. 

2) That deflation may be brought about, imports of gold and 
capital induced, and the exchanges restored, through elevating the 
Bank rate; and that this method of contraction is to be preferred 
to the rationing of credit. 

3) That the bank rate should ordinarily be kept above the market 
rate, and that it should anticipate advances in the market rate in 
order to curb inflationary tendencies. 

4.) That a central bank should discount liberally but at a high rate 
during a crisis. 

5) That a central bank, as the holder of the ultimate banking 
reserve of a nation, should be managed with a view of protecting 
this reserve rather than with a view of making profits. 


91 Report. from the Select Committee of 1857, question #2032. 

92Dr. Sivers, fixes definite dates for the beginnings of modern dis- 
count policies in France and Germany. He states that the Bank of 
France since March, 1852, and the Bank of Prussia since May, 1856, be- 
gan to manage their discount rate in such a manner as revealed that 
they understood clearly the uses and purpose of the discount rate, p. 65. 


CHAPTER II 


THE ADMINISTRATION OF THE BANK RATE 
IN ENGLAND, GERMANY AND FRANCE 


The first chapter was devoted to the development of the modern 
concept of the functions and purpose of the Bank rate,—a concept 
which had its origin in the monetary and banking experiences 
through which the Bank of England passed from 1797 to 1857. 
The present chapter will treat of the pre-war discount policies of 
the Bank of England, the Bank of France and the Reichsbank. 
In treating of the discount policies of these banks, we shall direct 
our attention first toward such details of primary importance, as 
the procedure which they followed in changing the Bank rate, their 
regulations governing eligible paper, and their attitude toward 
Lombard loans. 

The Discount Policy of the Bank of England. Of the three 
central reserve banks selected for our study, the oldest is the Bank 
of England, whose history, as we have seen, has been rich in ex- 
periences bearing on the administration of the Bank rate. The 
“Old Lady of Threadneedle Street” is quite the grande dame 
among central reserve banks. Her prestige is due in part to her 
long history, in part to the economic and financial supremacy of 
England, and in part to the fact that after 1821 London was for 
all practical purposes the only free gold market of the world. 


1 That is, any one anywhere having a credit balance in London might 
withdraw the amount in the form of gold at any time. In this connec- 
tion, see Lawson, Lombard Street under Foreign Control, pp. 385-886. 

With the outbreak of the Great War, specie payments were suspended 
in England as indeed throughout all of Europe. The author in this 
chapter is considering the discount policies of these banks from. the point 
of view of their existence before the Great War, when England was on 
a gold basis. It is for this reason that the present tense of the verb is 
used in speaking of the discount policies of these banks, policies which the 
war has greatly changed. Though great alterations have occurred, the au- 
thor feels a thorough study of the pre-war discount policies of these banks 
is justified for the following reasons: ( 1) the administration of the Bank 
rate is not fundamentally different. whether a nation be on a gold or paper 
standard, (2) the author believes that the nations of Europe will return 
to a gold basis as rapidly as conditions will permit, and will then re- 
institute such of the principles governing the Bank rate and their dis- 
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The Bank Rate. The official minimum discount rate of the 
Bank is ordinarily fixed on Thursday morning at the weekly meet - 
ing of the court of directors,” though the rate may be changed 
during the week by the Governor of the Bank if he feels that 
economic and financial conditions warrant such hasty action.* 
The Governor has rarely exercised this power and when he has, 
it has usually been to raise the rate in order to protect the Bank’s 
reserves from sudden financial disturbances Of the four hundred 
sixty-one alterations made in the Bank rate from the 15th of 
“September, 1844, to the 31st of December, 1912, only forty-seven 
were ordered by the Governor, the remainder having been made 
by the court of directors at their weekly meeting.* The rate 
fixed at the main office of the Bank of England prevails at all its 
branches.” 

The Meaning of the Bank Rate. The Bank rate is a minimum 
rate, i. e., the minimum rate which is charged for discounting first- 
class three months’ bankers’ bills. The rule that the Bank rate 
is a minimum rate is enforced, whenever too many bills are brought 
to the Bank for discount. On such occasions the bills will not be 
taken excepting at a higher rate.’ The Bank rate, however, is 


count policies as have been suspended since 1914, and (3) inasmuch as 
the United States is now on a gold basis the discount policy of the Federal 
Reserve Banks should be shaped to a certain extent by the pre-war dis- 
count policies of the European central banks. 

2 Interviews on the Banking and Currency Systems of England, Scot- 
land, France, Germany, Switzerland and Italy: conducted by the National 
Monetary Commission, Senate Document No. 405, 61st Congress, 2d 
Session, p. 26. 

3 Ibid., p. 26. 

4Gibson, Bank Rate; the Banker’s Vade Mecum, p. 288. The impor- 
tance of this Thursday meeting is brought out by Mr. F. E. Steele, in 
an article entitled, “Bank Rate”: Its Effect on Market Rate, and on the 
Prices of Goods and Securities, p. 348: “If you want evidence that the 
Bank rate still is an important factor you can easily satisfy yourself on 
the point by going into the corridor of the Bank of England when the 
directors are holding their weekly meeting, and when there is a likelihood 
of an alteration in the rate. ... When the messenger comes out with the 
placard announcing an alteration in the rate, or ‘No Change,’ as the case 
may be, there is a general helter-skelter back to the various offices, and 
the result is cabled and telegraphed over the whole of the commercial 
world.” 

5 Interviews, etc., p. 22. The Bank of England has eleven branches, 
all of which are located in England. 

6 The principle of considering the Bank rate as a minimum rate was 
inaugurated on March 18, 1845. See Gibson, Bank Rate: the Banker’s 
Vade Mecum, p. 55. 

7 Withers, The Meaning of Money, p. 228. 
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not an absolute minimum. The Bank does occasionally discount 
prime bills for its best customers at a rate which is below the 
Bank rate. The Bank rate then may or may not be a true index 
of the discount rate which is actually being charged by the Bank, 
for it is impossible to say how far the published rate is being 
adhered to.® At best it is simply the minimum rate at which the 
Bank is ready to discount certain types of bills provided financial 
conditions warrant its doing so. 

The Character of Paper Discounted by the Bank of Eng- 
land. The character of the paper which the Bank of England may 
discount is not prescribed by law, but is regulated by the court 
of directors as a part of their administrative duties.‘° The Bank 
discounts bankers’ bills, trade or finance, only for those having 
accounts with it,*? on-which there must appear two British names, 
of which one must have been the acceptor.‘? Bills payable in 
foreign currencies are never discounted.1? Ordinarily the Bank 
will not take bills having more than four months to run, though 
under exceptional circumstances it will take bills which mature 
in six months; ** the average life of the bills discounted ranges 
from forty to fifty days. The directors have placed no minimum 
or maximum requirements on the size of the bills which they will 
discount, the average being about £1000.14 

Lombard Loans. In addition to the discounting of approved 
bills, loans are granted for periods varying from seven days to 
three months, subject to possible renewal, on acceptable secu- 
rities.'* The advances range in size from one hundred to hun- 
dreds of thousands of pounds.!4 The classes of collateral ac- 


8 This practice was begun in February of 1878. See Interviews, etc., 
p. 23; Palgrave, Bank Rate and the Money Market, p. 55. 

® See Palgrave, Bank Rate and the Money Market, p. 55. 

‘When asked by representatives of the National Monetary - Commis- 
sion to what extent the Bank adhered to their official rate in discounting 
bills, the officials replied: “The rates for discount and loan transactions 
usually approximate more or less closely to the bank rate.” 
ete., p. 28. 

10 Interviews, ete., p. 20. 

11 Jbid., p. 21. In times of financial stress the Bank will discount for 
others as well. Interviews, ete., p. 28. 

12 Tbid., p. 20. 


13 Tbid., pp. 22 and 28. The Bank of England will not discount bills 
drawn in foreign currencies, for it is its object to have as much of the 
world’s trade as possible financed by means of sterling. To discount 
foreign bills would defeat this object and encourage the financing of trade 
through some other center. 

14 [bid., p. 20. 


Interviews, 
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ceptable are “the various classes of marketable securities quoted 
on the London Stock Exchange, with the exception of mining 
shares, . . . also, with discretion, good securities, not so quoted, 
when their value can be ascertained.” 1° For such loans and ad- 
vances the Bank usually charges a rate of interest % of 1% 
above the Bank rate.*® 

It is impossible to state the proportion of the loans extended 
by the Bank of England to the bills discounted. Both items are 
included in the amount given in the balance sheet of the banking 
department, under the title of “Other Securities.” The details 
of this item have not been made public since 1875, though a 
knowledge of them would be of considerable service to business men 
and students of banking."" 

The Latitude Allowed the Bank of England in its Discount 
Policy. As we have seen, the law allows the directors of the Bank 
of England much latitude in the management of their discount 
policy—they themselves determine the character of the paper they 
will discount and the type of securities they will accept as col- 
lateral for loans. The directors of the Bank of France and of 
the Reichsbank are allowed much less discretion, as the law pre- 
scribes quite definitely many of the rules which they must follow in 
the discounting of paper or in the granting of loans. 

The Bank Rate in France. The board of directors (the 
Regents) alone determine changes in the discount rate of the 
Bank of France, the Governor having no power to alter the rate.*® 
Contrary to the practice followed by the Bank of England, the 
Bank of France never discounts above or below its official rate.'® 
The same rate of discount prevails at the branches as at the head 
office in Paris.” 


15 Interviews, etc., p. 20. Only meager details are known of the nature 
of the securities taken as collateral. ‘What is known about them is princi- 
pally derived from Hankey’s book on the Principles of Banking published 
1867. . . . Guided by his remarks, we may suppose a portion of the se- 
curities to consist of railway debenture stocks, securities of colonial 
governments, corporation stocks, and other securities more or less of a 
permanent character. But nothing is known about their composition with 
certainty.” Palgrave, Statistics for Great Britain, Germany and France, 
published by the National Monetary Commission, Senate Document No. 
578, 61st.Congress, 2d Session, p. 85. 

16 Withers, The Hnglish Banking System, p. T. 

17 Interviews, etc., p. 19. . 

18 There are fifteen regents elected by the two hundred largest share- 
holders. The Governor is appointed by the President of France. Ibid., 
p. 191. 

19 [bid., p. 227, 20 [bid., p. 198. 


34 ADMINISTRATION OF BANK RATE 


Though the Regents determine the changes and the Governor 
cannot alter the rate, it is only since the 9th of June, 1857, 
that the Bank of France has been allowed by law to raise its rate 
of discount to any height it saw fit; prior to that time, the rate 
could not exceed 6%.?! Before 1857 changes in the dis- 
count rate were few and far between. Thus from 1820 to the 
14th of January, 1847, the rate remained at 4%. When- 
ever the demand for discounts increased to an extent which would 
endanger the reserve, the Bank discounted bills of a shorter 
duration or refused to discount altogether.?* The bad harvest 
of 1846, resulting in the exportation of large amounts of specie 
to pay for imports of grain, forced the Bank to raise its rate on 
the 14th of January, 1847, to 5%. On the 27th of Decem- 
ber, the rate was lowered to 4%, and remained at that figure, even 
during the revolution of 1848, until March 5, 1852, when it 
was again lowered to 3%. The Bank found it impossible to 
maintain the rate at that figure, so during 1853 it was raised 
to 4%, and fluctuated between 4 and 5% until the crisis of 
1857. During this crisis, under the sanction of the new law 
allowing a higher rate than 6%, the rate was changed in all eight 
times, and was raised as high as 9%. The Bank was severely 
criticised for the policy it had followed in this crisis, in chang- 
ing the rate of discount frequently and in raising it to such an 


21'The Bank was permitted to raise its discount rate above 6% by-> 
article 8 in the law of June 9, 1857, which read :— 

La Banque de France pourra, si les circonstances Vexrigent, élever 
audessus de 6 pour 100 le taux de ses escomptes et Vintérét de ses 
avances, 

Les bénéfices qui seront résultés, pour la Banque, de Verercice de cette 
faculté, seront déduits des sommes annuellement partageables entre les 
actionnaires et ajoutés au fonds social. 

The law may be found printed in full in Wolowski, La Question des 
Banques, pp. 451-452. 

In commenting upon this act Wolowski states (p. 286) that such action 
was necessary because: “L’eapérience et Veremple de L’ Angleterre 
avaient appris que toute limite imposée & Vescompte était préjudiciable a 
la sécurité des banques et aw maintien de Vencaisse métallique.” 

At the present time “there does not exist any law fixing the maximum 
rate of discount in any of the important Huropean states. During the 
development of the central-bank system attempts have at times been 
made to keep money rates low by compelling the central bank not to 
charge more at any time than a given rate. History shows, however 
that such attempts have invariably ended in failure, and the fact is aoe 
generally accepted that the fixing of a maximum rate kills the efficiency 


of pias ges financial system.” Warburg, The Discount System in Europe 
Dp: 26; ; 


22 Mayne, Der Discount, p. 118. 
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unprecedented height. The critics claimed that the Bank had 
done this solely in the interests of the shareholders.** From 
that time on the Bank rate fluctuated much less violently and 
never again was raised so high.** 

Eligible Paper. The Bank of France is not allowed by law 
to discount commercial paper which runs for a longer period than \ 
three months.”? Subject to this restriction the Bank “discounts 
for every one who has obtained the opening of a current account, 
bills of exchange, checks, bills to order, and commercial and 


‘agricultural warrants of fixed maturity, . . . which bear the 


signature of three persons, tradesmen, agricultural syndicates, or 
others, known to be solvent.” 7° The Bank is also “authorized to 
accept paper bearing two signatures when the third signature 
has been replaced by a deposit of securities belonging to one of 
the classes of securities admitted for loans, or by a warehouse 
receipt.” 2° In the case of bills bearing two signatures, both 
must represent persons domiciled in France, while in the case of 
bills bearing three signatures, at least two must have been given 
by Frenchmen.*° While the Bank of France discounts the paper 
cf the commercial and industrial classes directly, by far the larger 
part of its portfolio is composed of paper which has been endorsed 
by a bank.?* Unlike the joint stock banks in London, the banks 
in France do not feel that there is any stigma attached to the re- 
discounting of their paper with the Bank of France. Should the 
joint-stock banks in London require funds, they customarily se- 
cure these by calling the loans which they have made to discount 
houses thus forcing them to discount their portfolios with the 
Bank of England. ‘‘The discount houses, therefore, act as a 
shuttle between the joint-stock banks and the Bank of England.” 
The average life of the bills discounted at the Bank of France in 
1907 was twenty-six days, while the average value was seven 
hundred thirty-two francs.27 The average value of the bills 
of exchange in France is much lower than the average value 
of the bills in Germany or England,?* the number of bills which 

23 Sivers, p. 95. ow. : 

24The present policy of the Bank of France according to Nitti, is never 
to raise the Bank rate unless conditions are most exceptional. Nitti, 
Essai Sur Les Variations du Taur de L’Escompte, p. 884. 

25 Interviews, etc., p. 197. 

26 [bid., p. 195. 

27 [bid., p. 197. The minimum value of bills admitted to discount was 
lowered in 1898 to 5 francs, and the number of small bills discounted by 


the Bank has steadily increased since then. 
28 See Mayne, p. 69. There are several reasons for the large number 


36 ADMINISTRATION OF BANK RATE 


are drawn for ten, fifteen and twenty francs being very numerous. 
Bills drawn in foreign currencies may be discounted, a privilege 
which has been used at times quite effectively.”® 

Lombard Loans. The Bank of France also advances loans 
up to 60 or 80% of the value of certain approved securities. 
The “securities which may be admitted as collateral are limited 
by the laws and decrees which govern the Bank and include col- 
lateral of easy conversion into cash,” which usually must be 
“ouaranteed by the State, the departments, municipalities or 
French colonies.” #° The interest rate charged by the Bank 
on loans is usually 1% above the Bank rate.*? 

The Bank Rate in Germany. At the Reichsbank the rate of 
discount is fixed by the Directorium,** though in so doing it 
usually seeks the advice of the Central Ausschuss.** Since 1896, 
the same rate has been charged on all bills, none being discounted 
above or below the official rate.** 

The types of bills which the Reichsbank may discount are 
prescribed quite definitely by law. Though the bills may be se- 
cured or unsecured, “they must not exceed three months in time, 
and there must be on the bill the names of at least two parties 
known to be solvent.” °° The Reichsbank may and in fact does 
discount a large number of bills drawn in foreign currencies.*® 
It does not discount the bills of its customers alone, but “listens 
to every one who comes for accommodation, whether he has an ac- 


of small bills in France, as compared with the number in England or 
Germany. In the first place, France is not as highly developed com- 
mercially or industrially as Germany or England and therefore her op- 
erations are on a much smaller scale. Further, the Bank of France 
discounts vast quantities of bills for the tradesmen of France, who 
prefer bills of exchange, and it is quite natural that. a larger proportion 
of her portfolio should be for small amounts. See The Huropean Dis- 
count System—Possible Advantages of its Adoption in the United States, 
by Ralph H. Hess and Le Roy D. Godfrey, Moody’s Magazine, August and 
September of 1912, p. 116. 

29 Liesse, Hvolution of Oredit and Banks in France, p. 2381. 

30 Interviews, etc., p. 195. 

31 [bid., p. 198; also, Liesse, pp. 181-1384. The Bank of France has fre- 
quently extended interest-free advances against imports of gold. 

82'The Directorium is the body which actually manages the Bank and 
is composed of 9 members appointed by the government for life. 

88The Central Ausschuss is composed of 15 shareholders elected an- 
nually at the shareholders’ meeting. This body meets once a month and 
acts in general as an advisory board to the Directorium. 

34 Interviews, ete., p. 348. 

35 Tbid., p. 339. 

36 Ibid., p. 354, 
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count or not.” 3% With the exception of farmers’ paper, bills 
are not renewed.?® In 1910 the average life of the bills dis- 
counted was twenty-eight days,’? and the average size 2071 
marks.*° 

The Reichsbank is permitted to make Lombard loans on the 
following types of securities: 


(1) gold and silver. 

(2) government and municipal bonds, and the shares, debentures, 
and bonds of railways of nearly every kind in the Reich. 

(3) securities of foreign governments, and securities of foreign 
railway if guaranteed by the government in question. 

(4) bills receivable that are of a character satisfactory for the 
Bank to discount. 

(5) bonds of mortgage companies. 

(6) merchandise, when located within the Reich.** 


“’The loan rate of the Reichsbank is generally 1% higher than 
its discount rate. Though from March, 1884, to July, 1897, 
loans upon imperial and state obligations were given a pref- 
erential rate of only Y% of 1% higher than the discount rate. 
For the occasional loans upon the precious metals interest, if 
charged, is reckoned at the official discount rate.” 4? In 1910 
the average maturity of the Lombard loans was but ten days.** 


A STATISTICAL STUDY OF FLUCTUATIONS IN THE BANK RATE IN 
ENGLAND, FRANCE AND GERMANY 


Palgrave’s Studies. English economists and bankers have 
devoted considerable attention to statistical studies of fluctua- 
tions in the Bank rate, possibly on account of the frequent varia- 
tion of the rate in their own country. None, however, has given 
as much thought or time to this subject as Sir R. H. Inglis 
Palgrave. The results of his studies were first published in 1880 
in a work entitled, “Bank Rate in England, France and Ger- 
many 1844-78.” 44 In. later works, he included studies of the 
Bank rates in Holland and Belgium, and enlarged and added to 

37 Interviews, etc., p. 348. 

38 [bid., p. 342. 

39 Die Reichsbank—z876 bis 1910, p. 152. 

40 [bid., p. 181. 

41 Interviews, ete., p. 344. : 

42 Statistics for Great Britain, Germany and France, p. 201, 

43 Die Reichsbank—1876 bis 1910, pp. 168-169. 
44 Published by Effingham Wilson, London, 


38 ADMINISTRATION OF BANK RATE 


his very comprehensive and exhaustive statistical tables. In the 
following paragraphs we shall draw largely from his studies. 


PER CENT. 


1640 | 660 1660 


Cuarr III: Frucruarions In tHe AVERAGE ANNUAL BANK RatE aT 


In any statistical comparison of Bank rates recorded as ruling 
in various money centers, the meaning and significance of these 
rates must be constantly borne in mind. We have noted that 
the published rate at the Bank of England may or may not be a 
true index of the rate which is actually being charged on the 
majority of the bills discounted. The Bank rates in France and 
Germany are much more significant. 

In the accompanying chart we have represented the average 
rate which has prevailed at the Bank of England, the Bank of 
France and the Reichsbank 45 for each year since 1844. It will be 
observed that the English and German rates have fluctuated much 

#5 The Reichsbank has as a matter of fact been in existence only since 
the 81st of December, 1875, when the Bank of Prussia with an enlarged 
sphere and altered constitution became the Reichsbank. The Bank of 
Prussia itself dates back only to the 31st of December, 1846, when the 
Royal Bank, which had been founded by Frederick IT, King of Prussia, 
in 1765, was reconstituted as the Bank of Prussia. For the sake of 
simplicity we adopt the fiction that the Imperial Bank dates from 1844. 
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- more than the French, which has tended, especially during the 
latter half of the period, to remain stationary for years at a 
time.*° 


PER CENT. 
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46 Sources of data for chart: 


1. England: 
1844-1905—Statistics for Great Britain, Germany and 
France, pp. 134 and 143. 
1906-1921—_The Financial Review. 
2. Germany: 
1844-1907—Statistics for Great Britain, Germany, and 
France, pp. 140 and 197. 
1908-1921—-Statistisches Jahrbuch fiir das Deutsche Reich. 
3. Hrance: 
1844-1869—Statistics for Great Britain, Germany, and 
France, p. 1387. 
1870-1907—The Bank of France in Relation to National 
and International Credit by Maurice Patron, pp. 29-80. 
1908-1910—Statistisches Jahrbuch fiir das Deutsche Reich, 
1911, p. 64.* 
1911-1913—Statistisches Jahrbuch fiir das Deutsche Reich, 
1914, p. 67.* 
1914-1918—Statistisches Jahrbuch fiir das Deutsche Reich, 
1919, p. 25.* 
1919-1921—The Financial Review. 
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The mean of all the average yearly rates for the entire and for 
separate periods are given in the following table: 


ARITHMETIC Mran or OrrictAL Discount RATES 
prevailing at the 


Bank of England | Bank of France Reichsbank 
Period: 
1844-1849 (ine. ) 3.55% 4.16% 4,45% 
1850-1859 3.97 4,20 4.27 
1860-1869 4.30 3.92 4.38 
1870-1879 3.35 3.87 4.40 
1880-1889 3:31 3.78 3.91 
1890-1899 2.96 2.50 3.86 
1900-1913 3.72 3.16 4.58 
1914-1921 5,82 5.09 4.98 
1844-1921 3.778 3.673 4.344 
ER a 


It will be noted that the German rate throughout the entire period 
has ruled higher than either the French or the English, 
Helfferich’s Studies. In his very excellent work, entitled Die 
Reform des deutschen Geldwesens, Karl Helfferich states that 
such a table as the above is apt to lead to erroneous conclusions 
regarding the actual average heights of the three rates. “The 
correct criterion for a comparison of the interest which is ac-: 
tually demanded by various banks,” he states, “is rather the 
average yield of the funds invested in bills of exchange. Even 
in the case of those banks, which discount at their official rate 
only, the average yield of the funds, invested in bills of ex- 
change, represents more correctly the average discount rate, than 
an average [such as the above] reckoned according to the dura- 
tion of the individual rates. The average rates depend then less 
on the duration of the individual rates than on the volume of 
the exchange discounted at the separate rates.” 47 Both the 
Reichsbank and the Bank of France publish statistics giving the 
average yield of the bills of exchange which they have discounted 
through the course of a year. The bank of England furnishes 
no information on this subject, which is unfortunate, as its Bank 
rate is the most meaningless of the three. In a table which 
Helfferich presents 48 and which js reproduced here, the annual 
differences between the average yield of bills discounted at: the 


47 Helfferich, Die Reform des deutschen Geldwesens, II, p. 501. 
48 bid, 
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Reichsbank and the Bank of France are shown to be somewhat 
less than the differences between the official discount rates. 


AVERAGE YIELD ON BILLs or 
EXCHANGE DISCOUNTED BY 
The Reichs- The Bank of Column I Differences 
bank France Minws between the 
: column IT official 
Year I II Bank rates 
1881 4,2.% 3.9% +0.3% +0.6% 
2, 44 3.9 +0.5 +0.8 
3 3.9 Bal +0.8 +1.0 
4 20 2.8 —0.1 +1.0 
5 3.8 3 +0.7 +1.1 
6 2.8 3.0 —0.2 +0.3 
"4 Salt 3.0 +0.1 +0.4 
8 2.8 Sali a2 ():3 +0 
9 Se oes +0.1 +0.5 
1890 4.3 3.0 +1.3 +1.5 
a 3.8 3.0 +0.8 +0.8 
2 2.8 2.7 “0.1 +0.5 
3 3.6 2.5 +1.1 +1.6 
4 2.8 2.5 +0.3 +0.6 
5 230 21 +0.6 +1.0 
6 3.4 2.0 +1.4 +17 
Average Average 
difference difference 
=+0.54 =+0.84 


Assuming that Helfferich’s contention is correct, it would appear 
that the actual French rate was not as far below other Bank rates 
as the official rate would indicate. 

Rates on Lombard Loans. In discussing the administration 
of the Bank rate we found that all three Banks charge a rate of 
interest on Lombard loans higher than the Bank rate. At the 
Bank of England the interest on loans is ordinarily 1 of 1% 
above the Bank rate, while in the case of the other two banks it is 
1% above. In the accompanying tables there is presented the 
average yearly loan rate of the Reichsbank from 1876-1900, as 
well as a classification of the security behind the Lombard loans 
and their average duration. It will be noted that the loan’ rate 
through this period was 1% above the official discount rate, 
except from 1884-1897 when the loan rate on imperial and 
state bonds was only % of 1% above.*® 


49 Source: Die Reichsbank—1876 bis 1910, p. 209. 
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INTEREST RATES AT THE REICHSBANK 
Se ee es ee PS Te ae ied pp a ot wn 


Loans on Collateral 
wee = ee ee twin nhc sn, ea 


Against Imperial Against other Official 
Year and State Bonds securities and Discount 
commodities Rate 
1876 5.154% 4.16% 
q 5.421 4,42 
8 5.3839 4.34 
9 4.701 3.70 
1880 5.240 4,24 
il 5.418 4.42 
2 5.543 4.54 
o 5.047 4.05 
4 4.500% 5.000 4,00 
5 4,618 5.118 4.12 
6 3.779 4.279 3.28 
i * 3.908 4.408 3.41 
8 3.824 4,324 atay 
9 4.176 4.676 3.68 
1890 - 5.017 5.517 4,52 
1 4,276 4.776 3.78 
2 3.703 4,203 3.20 
3 4.569 5.069 4.07 
4 3.617 4.117 one 
5 3.639 4.139 3.14 
6 4,156 4.656 3.66 
t 4.556 4.806 3.81 
8 5.267 4,27 
9 6.036 5.04 
Tue LompBarp LOANS oF THE REICHSBANK CLASSIFIED 
ACCORDING TO SECURITY 5° 
Year On Stocks On Bills On Com- On Precious 
and Bonds of Hachange modities Metals 
1905 84.8% 10.0% O25 ea al Be Sen eee 
1906 Orde 18.0 4S BOO oe 
1907 74.3 Pilaf AY MERE 5 oes 
1908 Th 17.5 Ce ee en eee 
1909 TT3 16.7 DO) Ps Reais pe! (ate 
1910 eee 20.3 ERG ye Pea a, 


50 Source: Die Reichsbank—1876 bis 1910, pp. 168-169, 
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AVERAGE DURATION IN DAYS OF LOMBARD LOANS AND OF DISCOUNTED DOMESTIC 
Bintts oF EXcHANGE 51 


Year Lombard Loans Domestic Bills of 
EHachange 
1905 i 35 
1906 10 33 
1907 10 32 
1908 10 34 
-1909 11 30 
1910 10 28 


Reasons for the Discriminatory Rates on Lombard Loans. 
There are two strong reasons which have motivated central re- 
serve banks in establishing discriminatory rates on Lombard loans. 
A desire to curb speculative tendencies which become rampant 
during a period of prosperity and which exaggerate cyclical move- 
ments is the first reason. It is generally agreed, that the funds 
extended by a central reserve bank in the form of Lombard loans 
are more apt to be used for speculative purposes than funds 
secured from discounting bills of exchange which represent actual 
commercial transactions.°? Secondly, Lombard loans are not 
self-liquidating as are bills of exchange. They are frequently 
renewed, and only too often take the form of capital loans.°? 
Especially during periods of financial stress Lombard loans 
are hard to realize upon and become tightly frozen. In a 
crisis, borrowers are frequently unable to repay the funds ad- 
vanced to them upon securities and as security prices invariably 


51 Source: Die Reichsbank—1876 bis 1910, pp. 152 and 167. 

52“Infolge dieser liingeren Dauer des Lombarddarlehens. durch welche 
die Kapitalien der Bank auf lingere Zeit festgelegt werden und somit 
die erforderliche Fliissigkeit beeintriichtigt wird, muss der Zinsfuss, in 
den ferner noch die Unkosten der Versaltung des Pfandobjekts ein- 
gerechnet werden, héher sein als der Diskont. Endlich wird aus dem 
bankpolitischen Gesichtspunkte der Satz im Lombardverkehr stets hoher 
gehalten als der Diskont der Bank, um das Darleihgeschiift auf beweg- 
liche Pfiinder nicht ein tbhergewicht tiber das Wechselkreditgeschaft 
erlangen zu lassen, da ersteres, ein Ubermass betrieben, leicht zu Uber- 
produktion oder Spekulation fiihren kann... . Unter den Diskont zu 
sinken, ist aber dem Lombardzinsfuss wegen der geringeren Liquiditit 
im Beleihungsgeschiift garnicht méglich.” Mayne, p. 88. 

53 So thoroughly have the officials of the Reichsbank been convinced 
of this, that not only do they charge a higher rate of interest. on Lom- 
bard loans, but they do not issue notes based on these. 
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fall, the central reserve banks are left in the position of being 
unable to sell the securities hypothecated with them, unless at a 
great sacrifice and risk of disaster. This was aptly illustrated in 
America during the panic of 1907. At that time it was found that 
call loans could not be called, and as the banks dared not sell 
the securities which had been hypothecated as collateral, a con- 
siderable proportion of the assets of the New York City banks be- 
came tightly frozen.°* Because, then, borrowers use the pro- 
ceeds obtained from Lombard loans frequently for speculative 
purposes, and because such loans are not self-liquidating,®® the 
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Cuarr IV: SPREAD BETWEEN THE MAXIMUM AND MINIMUM BANK 
RATES EACH YEAR AT THE BANK OF ENGLAND, THE BANK OF FRANCE AND 
THE REICHSBANK. 


pie Sprague, History of Orises under the National Banking System, 
Dp. ; 

5> The term self-liquidating when applied to commercial paper means 
that the completion of the transaction, which gave rise to the commer- 
cial paper, retires it. Thus, if a trade acceptance is drawn by a seller 
of a stock of merchandise on the buyer, which he accepts and pays at 
maturity,—the payment of the acceptance at maturity by the buyer would 
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three central [ey which we are studying, have discriminated 
against them.*® 

Maximum and Minimum Bank Rates. The maximum and 
minimum discount rates prevailing each year since 1844 at the 
three central reserve banks are shown in the accompanying chart. 
The spread between the maximum and minimum rates at the Bank 
of England has been much wider than between the corresponding 
rates of the other two banks, a fact which has called forth a great 


deal of discussion from English writers regarding remedial 


measures.”* 

Alterations in the Bank Rates. As revealed in the table *7 
on the following page, the English rate is the one which has been : 
most frequently altered. In “1873 it was changed “twenty-four 
times, or on an average of twice a month, and in only four years 
during the period studied (i.e, from 18441923) was it not 
changed at all. The French rate is very steady, there have been 
thirty-five years since 1844 during which it was not altered. 


REASONS FOR FLUCTUATIONS IN THE BANK RATE 
From 1844 to the outbreak of the Great War, as shown in the 


above table, there was only one year, 1851, during which not one 


of the three central reserve banks changed its rate of discount. 
Even as recently as the year 1907, there occurred seven alterations 
in the English rate and four in the German. Frequent fluctuations 
in Bank rate are, in fact, a distinguishing characteristic of modern 
discount policies as contrasted with the discount policies of 
central reserve banks prior to 1844. 

Though the factors which necessitate alterations in the Bank 
rate are very numerous, as was found in tracing the origins of the 
discount policy of the Bank of England, for all practical pur- 
poses they may be summarized as Aire 


at one and the same time retire the acceptance and complete the under- 
lying transaction which gave rise to it. 

56 See Ernst, Diskontopolitik, p. 798. 

57 See p. 78, note #172. 


Se eye 1844-1909—Statistics for Great Britain, Germany, 
; : d 140. 
Germany and France, pp. 1384, 187 an 
— 1910-1918—Annuaire Statistique, 85th Volume, p. 
France 82*, ; 
1919-1921—The Financial Review. 


Germany 1910-1921—_The Financial Review. 
Hngland 
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NUMBER OF CHANGES EACH YEAR IN OFFICIAL RATES OF DISCOUNT IN 
ENGLAND, FRANCE AND GERMANY 


fs 0 Bank o Reichs- Year Bank of \ Bank of Reichs- 
‘be We France J bank England | France bank 
1844 ara 80 1 1886 
5 2 7 = 
6 1 2 8 9 4 2 
7 9 2 z 9 8 2 4 
2 
, : 1 1890 ae aus 3 
1 10 We - 
0 is 2 4 1 
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pe eee ee 
(1) the first reason for an elevation of the Bank rate arises 
from the desire on the part of a central reserve bank to protect 
its reserve against foreign drains of gold, and conversely to en- 
courage imports of capital and of specie. As foreign drains are 
usually occasioned by unfavorable exchanges, the desire to check 
an efflux of specie is likewise a desire to correct the exchanges.°® 


58 Lotz asserts (Diskontopolitik, p. 505) that the need for gold is no 
longer as important a cause for raising the rate as it formerly was, due 
to the increased gold production since 1896. .On the other hand the of- 
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(2) a second reason for an elevation of the Bank rate is the desire 
on the part of a central reserve bank to curb domestic speculative 
and inflationary tendencies. 

(3) the Bank rate is lowered when the purpose of its rise has been 
realized and when it has become completely out of touch with 
the market rate; or in order to stimulate business and commercial 
activity during a business depression through “‘cheap”’ money, and 
to bring about a feeling of optimism in the business world which a 
low Bank rate is likely to induce.*® 


It must not be thought that the reasons for elevating the rate 
as given above operate singly. Such is not the case. More 
frequently the Bank rate is altered because of combinations of 
these various forces. An efflux of specie abroad, for instance, 
may have resulted from unfavorable exchanges, which themselves 
were caused by high prices brought about through domestic 
speculation. If such were the case, the Bank rate would be 
raised with the object of not only correcting the exchanges but 
of checking the domestic. inflationary tendencies as well. The 
Reichsbank has made a very interesting attempt, set forth in 
the following table, to assign reasons for the fifty-eight upward 
movements in its discount rate from 1876 to 1910 inclusive.®° 


REASONS FOR INCREASES IN THE RatE oF DISCOUNT 
AT THE REICHSBANK, 1876-1910 
a | Sy ae ae at Le ey i SS aS Gs A a Bone arene eae ores a eS 


Total Number Against gold Against a Against both 
of Increases outflows or to rising domestic a domestic and 
correct unfavor- demand for foreign demand 
able exchanges funds for funds 
58 13 28 


ee 


Of the twenty-eight times the Bank rate was raised to counteract 
a domestic drain, twenty of these occurred after 1896, the year in 
which prices in the gold standard nations of the world began to 
turn upward. ‘The reason for this is obvious. A period of ris- 
ficials of the Bank of England stated in 1909 (Interviews, etc., p. 26) that 
the object of raising the Bank rate was to prevent gold from leaving the 
country or to attract gold to England. Hepburn and Anderson likewise 


emphasize (The Gold and Rediscount Policy of the Federal Reserve 
Banks, pp. 5 and 34) this motive as a reason for raising the Bank rate. 


59 See Interviews, etc., p. 26. 
60 Die Reichsbank—1876 bis 1910, p. 222. 
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ing prices is generally one of rapid business expansion, in which 
speculative tendencies are apt to predominate unless checked by a 
restraining influence on the part of central reserve banks in the 
form of higher Bank rates. 

Changes in the Reserve Percentage of Central Banks not 
the Sole Motive for Changes in the Bank Rate. Inasmuch as 


RESERVE PER CENT. BANK RATE PER CENT 
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the gold stock of the European nations (aside from the amount in 
circulation) is concentrated in the central banks of issue, domestic 
and foreign drains of gold fall directly upon them and in so far 
as gold is withdrawn their reserves are depleted. This has led 
some bankers to assert that the only reason for variations in 
the Bank rate are increases or decreases in the reserves of central 
reserve banks. While the fluctuations in the Bank rates do bear 
a high inverse correlation to fluctuations in the percentage of 
reserves, as shown in Chart V, changes in the reserve percentage 


‘of central banks are not and should not be the sole motive for 


changes in the Bank rate.°' The reserve percentage should not 


be the only determinant for one of the most valuable services a 
central reserve bank can perform is the checking of domestic 
speculation, and reducing the amplitude of business cycles. No 
matter how high the reserve percentage may be, a central re- 
serve bank should raise its rate, whenever it becomes necessary to 
prevent speculative tendencies from running rife. 

Influence of Foreign Drains. The desire on the part of a 
central reserve bank to check foreign drains of gold and to rectify 
unfavorable exchanges, resulting from an unequal balance of pay- 
ments, has in the past been an important factor leading to higher 
Bank rates. In the accompanying table there is illustrated the 
effect of unfavorable exchanges and of changes in the amount of 
the gold reserves on the Bank rate in Germany from 1906 to 
1908. °? 


a ee ree ee, ee ce Se ye ee a eae ee 
FLUCTUATIONS OF THE BANK RATE IN GERMANY COMPARED WITH CHANGES IN THE 
AMOUNT OF RESERVES, AND WITH CHANGES IN SIGHT RATES OF EXCHANGE 
ON LONDON, PARIS AND NEW YORK 
VE. fa SS ae. SRS SB, eee 2S eo 


Year Date of From—To Amount of Gold Sight Eachange Rates 
Change Reserve on near- On Date of Change on 
est date to date 
of change 
Millions of marks London Paris New York 
1906 Jan, 18 6% — 5% 709 20.420 $1.35 419.00 
May 23 5 —414 814 20.480 81.35 - 431.75 
Sept. 18 Aly —5 643 20.435 81.10 421.00 
Oct. 10 5 —6 492 20.420 81.15 420.50 
Dec. 18 6 -7 560 ; 20.460 81.10 421.75 
1907 Jan. 22 ah cx’. 664 20.475 ~ 81.20 421.25 
April 23 6 —514 726 20.455 81.15 420.75 
Oct. 29 5146—61%4 550 20.495 81.65 422.50 
Noy. 8 614 — 71h 531 20.525 tell 5a) 420.75 
1908 Jan. 13 71h — 61 617 20.475 81.35 421,25 
Jan. 25 6144-6 671 20.480 81.35 420.50 


61 Sources: Statistics for Great Britain, Germany, and France, pp. 194, 
82-83, and 293. 
62 Die Reichsbank—1876 bis 1910, pp. 218-219. 
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y Yight Exchange Rates 
Year Date of From—To Amount of Gold Sight Hae 
Change Reserve on near- On Date of Change on 
est date to date —— 
‘of change London Paris New York 


Millions of marks 


March 7 6 —5% 683 20.445 


April 27 54%—5 724 20.425 
June 4 5 —4% 775 20.385 
June 18 414-4 828 20.380 


Reasons for Foreign Drains. Seasonal importations of food 
stuffs, domestic crop failures,®* higher interest rates prevailing 
in foreign countries, are among the many economic forces ren- 
dering the balance of payments unequal, and the exchanges un- 
favorable.°* In the accompanying chart the effect of seasonal 
importations of commodities (food stuffs, cotton, wool, etc.) in 
the Fall of the year from the New World upon mark exchange is 
illustrated.®* 

Sterling exchange is also ordinarily low in the fall, low by 


PER CENT. PER CENT. 
100.5 
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I: SEASONAL VARIATION oF BERLIN EXCHANGE ON New YorxK 
(THe Mark Is DeprecraTeD WHEN THE LINE RISES ABOVE 100) 


CHART 


63 As in England in 1846, see Chapter I, Dp: 23: 

64 As guardians of the ultimate banking 
joint stock banks in Europe keep only t 
what reserves they maintain are kept 
tral reserve bank), and as protector o 
banks are directly responsible for the 
at a figure high enough at all times to in i i ahi 
ity of their obligations. See Bagehot, Lobbara witcae see ea 


85 Source: Statistisches Jahrbuch fiir das Deutsche Reich. Sea 1 
. sona 


hg reserve of the country (for the 
ill money in their Own vaults, and 
as deposit accounts with their cen- 
f its gold stock, the central reserve 
maintenance of their gold reserves 
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reason of the heavy imports of raw materials. It has usually 
been necessary for England at that time to export gold to correct 
the exchanges. In the following table the plus signs stand for 
an excess of gold imports into England during the month in 
question and the minus signs for an excess of exports. In the 
fifteen years covered, exports of gold have been most numerous in 
October and imports in February and May. 


ENGLAND’s MontHiy Gotp BALANCE 66 
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Unfavorable exchanges, resulting from seasonal importations, 
higher interest rates prevailing in foreign countries, etc., how- 
ever, are not the sole cause of foreign drains. Political or 
military expenditures abroad, the exportation of capital,®’ wars 
between foreign powers, currency reforms or financial crises in 
foreign countries ** may cause an efflux of gold even when ex- 
changes are quite favorable.*® On such occasions the demand 
for gold, on the part of the foreigner, may be so very intense, 
that he will be willing to pay any price for it. 


Influence of Bank Rate on Foreign Drains. The power of 
the Bank rate (if effective and high relative to the Bank 
rates prevailing in other nations) to correct unfavorable 
balances of payments,’° check gold exports, rectify the foreign 


fluctuations in the exchanges have been smoothed off to a very consid- 
erable extent through hedging. See Kemmerer, Bankers Can Check De- 
pressions, New York Evening Post, October 24, 1921, p. 11; and Land- 
mann, Die Principien der Diskontpolitik, p. 160. 

66 Source: Volkswirtschaftliche Chronik. 

67 The exportation of capital from England caused the drain of 1825, 
see p. 12. 

“ee in August of 1893, $50,000,000 went from London to New York, 
though the dollar exchange was at the gold export and not gold import 
point. Landmann, pp. 172-173. 

69In this connection, see Gibson, Bank Rate—the Banker’s Vade 
Mecum, p. 8; Heiligenstadt, pp. 454 and 455; and Mill, Principles of 
Political Economy, Volume II, p. 231. ; 

70 An elevation of the Bank rate will of course correct only temporarily 
unfavorable balances of payment. If the factors causing an unfavorable 
balance of payments are more permanent in nature, such as decreased 
production, the Bank rate could not correct the exchanges. Thus at the 
present time (1922) Austria is not able to produce sufficient goods to pay 
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exchanges, and prompt imports of specie has as already noted 
been quite generally recognized since 1857." The officials of 
the Bank of England presented a concrete illustration of the 
ability of the Bank rate to accomplish this very thing before the 
representatives of the National Monetary Commission, who were 
sent to Europe to investigate the organization and operation of 
the central banks of a number of countries. Through the Fall 
of 1907 the Bank had found it necessary to raise its rate several 
times to check the efflux of gold, which was being exported to 
America because of the financial crisis there. From the 31st of 
October, when the percentage of reserves to deposits stood at 
39.9% and the Bank rate at 542%, the rate was advanced by suc- 
cessive steps, until on the 7th of November it stood at 7%. 
This advance in the rate not only stopped the drain, but during 
the succeeding month prompted the inflow of gold from as many 
as twenty-four countries, and raised the reserve percentage to 
BT To 2 . 

The Consequences of a Rise in Bank Rate. The econo- 
mists ‘? who wrote before the exportation of capital had become 
so common as now declared that a high bank rate rectified the 
.. exchanges through depressing commodity prices in the nation in 
question, thereby increasing commodity exports and gold im- 


for the imports of the articles which are absolutely needed to sustain’ the’ 
life of her people. This condition, causing an unfavorable balance of 
payments, can be rectified only through increased production or decreased 
consumption (if possible) by her people, and not by a high Bank rate. 
See Goschen, The Theory of the Foreign Exchanges, p. 128; Landmann, 
p. 162; Mayne, p. 23; and Schanz, pp. 308 and 304. 

™1 See Report from the Select Committee on Bank Acts (1857), ques- 
tion #2572, and p. 23 in Appendix. 

Mr. E. G. Peake in a very illuminating article published in the Bankers’ 
Magazine (London) for August 1921 has attempted to determine the 


quantitative relations between discount rates and the rates of exchange. 
He found that the correlation coefficient. between the average annual rates 
of U.S: Ay and Un ik. exchange and the i 

Rate for floating money in London = —.42 

Rate for discount of three months’ bank bills= —42 

Rate of discount on six months’ bank bills——,44 
Negative correlations were obtained as might have been expected showing 
that a high exchange goes with low rates of discount. 
annual average rates of U. K. and French exchange 


different and seemed to indicate that there is little if i 
between U. K. and F : Sci tener 


72 Interviews, Cie) Say Pare : 
78 In this connection, see Sivers, pp. 90-91. 
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ports. Such undoubtedly is the ultimate result. An elevation 
in the Bank rate, however, immediately affects the invisible items 
in the balance of trade between nations, and mainly through its 
effect on these corrects the exchanges. An attempt has been 
made below to analyse the effects of a rise in the Bank rate on 
the balance of payments. An effective rise in the Bank rate in 
nation “‘A” above the rates prevailing in other financial centers “4 
would have the following consequences: 


a) The foreign bankers who formerly discounted long bills in 
nation “A,” which had been drawn on some bank or merchant in 
“A,” and sold sight exchange against the proceeds would cease 
doing this and would hold such bills as an investment. As the 
demand for sight exchange on ‘“‘A” would continue, and as the 
amount offered is reduced, the value of “A’s’ money would rise 
in terms of other currencies.” 
b) The high rates of interest prevailing in “A,” would cause fluid 
capital from other centers to be transferred there, either through 
_ buying “A’s” exchange or through selling exchange in “A” on 
other countries; in either case causing the exchanges to turn in 
favor of. “A.” 7° 
c) The capitalists in “A,’ who had formerly loaned their money 
abroad, would cease doing this and would loan their funds at 
home. The demand for the foreign currencies would thus fall 
and their value in terms of “A’s” currency would decline. 
d) The higher rates of interest in “A” would cause a credit con- 
traction there, forcing many to liquidate their holdings of securities, 
and so would induce foreigners to purchase bonds and stocks in 
“A” at their lower prices.” 


74The Bank rate in “A” must necessarily be raised high enough to 
cover all of the expenses incident to the shipment of currency from for- 
eign nations to “A.” See Goschen, The Theory of the Foreign Hachanges, 
pp. 146-147. 

75 See Landmann, pp. 48-50; and Whitaker, Foreign Haxchange, pp. 552— 
553. For a very good table showing the effects of higher interest rates, 
see Dr. F. Schmidt, Die Abhiingigkeit des Wechselkurses vom Zins- 
geschiften und Marktzinsdifferenz, p. 765. 

76“A high discount rate is calculated to attract gold from abroad 
and to prevent a flow of gold to other countries, because it offers a fa- 
yorable opportunity for the investment of international eapital.” The 
Reichsbank, 1876-1900, p. 295. See also Goschen, The Theory of the 
Foreign Eachanges, pp. 134, 135, 146 and 147. 

77 “Tf the rate of discount rises, the holders of shares, bonds, stock and 
other interest-bearing securities will find it profitable to employ their 
money in discounting bills rather than in holding the former. Hence 
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e) Through bringing about a credit contraction and through wip- 
ing out the profits of the marginal business men, the high rates . 
interest in “A,’ if long continued, would force entrepeneurs to 
throw their products on the market and so would depress commod- 
ity prices and stimulate commodity exports.’* 


Factors Determining the Effectiveness of the Bank Rate. 
It must not be thought that the elevation of the Bank rate will 
invariably and automatically correct the exchanges and stimulate 
imports of gold. Such results will not follow unless the rise is 
an effective one. The power of a Bank rate to correct the ex- 
changes is purely a relative concept, which can not be subjected 
to quantitative measurements. The Bank rate is more effective 
in some countries than in others, more effective at different 
times in the same country. The credit standing of the nation 
in which the central reserve bank is located, its importance as a 


sales will take place, with the result of sending down the prices of se- 
curities and increasing the purchasing power (value) of money with 
respect to them.” Pantaleoni, Pure Economics, p. 236. 

78 “Bei einem hohen Stande des Diskonts nimlich, d. h. also dass Dar- 
lehen teuer sind, sehen sich die Verkiufer genotigt, die Preise ihrer 
Produkte herabzusetzen, und ebenso, und zwar bedeutend schneller und 
intensiver, werden die Kurse der Fonds Sinken.” Mayne, pp. 21-22. 

The Cunliffe Committee described the effect of a rise in the Bank rate 
in Wngland before the war in the following terms: ; 

When. the exchanges were favorable, gold flowed freely into this coun- 
try and an increase of legal tender money accompanied the development 
of trade. When the balance of trade was unfavorable and the exchanges 
were adverse, it became profitable to export gold. The would-be exporter 
bought his gold from the Bank of England and paid for it by a cheque 
on his account. The Bank obtained the gold from the Issue Department 
in exchange for notes taken out of its banking reserve, with the result 
that its liabilities to depositors and its banking reserve were reduced 
by an equal amount, and the ratio of reserve to liabilities consequently 
fell. If the process was repeated sufficiently often to reduce the ratio 
in a degree considered cangerous, the Bank raised its rate of discount. 
The raising of the discount rate had the immediate effect of retaining 
money here which would otherwise have been remitted abroad and of 
attracting remittances from abroad to take advantage of the higher rate, 
thus checking the outflow of gold and even reversing the stream. 

If the adverse condition of the exchanges was due not merely to sea- 
sonal fluctuations, but to circumstances tending to create a permanently 
adverse trade balance, it is obvious that the procedure above described 
would not have been sufficient. It would have resulted in the ereation 
of a volume of short-dated indebtedness to foreign countries which would 
have been in the end disastrous to our credit and the position of London 
as the financial center of the world. But the raising of the Bank’s dis- 
count rate and the steps taken to make it effective in the market neces- 
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short-term financier of international trade, and the degree of 
control of the Bank rate over the market rate are among the 
many variable factors determining the effectiveness of the Bank 
rate. 

The first and one of the most vital factors in determining the 
ability of the Bank rate to correct the exchanges is the credit of 
the country concerned and its readiness to redeem its obligations 
at all times in the gold coin of the realm. The English rate is 
usually more successful in stimulating capital and gold imports 
than any other Bank rate in the world. As has been remarked, 
in 1907, such imports were stimulated from no less than twenty- 
four countries. Its great magnetic power is in part the conse- 
quence of the indubitable credit of the United Kingdom and of the 
Bank. English securities are eagerly purchased by the investing 
public. The economic strength of the Empire, the stability of the 
government, the financial policies of Parliament are factors con- 


sarily led to a general rise of interest rates and a restriction of credit. 
New enterprises were therefore postponed and the demand for construc- 
tional materials and other capital goods was lessened. The consequent 
slackening of employment also diminished the demand for consumable 
goods, while holders of stocks of commodities carried largely with bor- 
rowed money, being confronted with an increase of interest charges, if 
not with actual difficulty in renewing loans, and with the prospect of 
falling prices, tended to press their goods on a weak market. The result 
was a decline in general prices in the home market which, by checking 
imports and stimulating exports, corrected the adverse trade balance 
which was the primary cause of the difficulty. 

When apart from a foreign drain of gold, credit at home threatened to 
become unduly expanded, the old currency system tended to restrain the 
expansion and to prevent the consequent rise in domestic prices which 
ultimately causes such a drain. The expansion of credit, by forcing up 
prices, involves an increased demand for legal tender currency both from 
the banks in order to maintain their normal proportion of cash to lia- 
bilities and from the general public for the payment of wages and for 
retail transactions. In this case also the demand for such currency fell 
upon the reserve of the Bank of England, and the Bank was thereupon 
obliged to raise its rate of discount in order to prevent the fall in the 
proportion of that reserve to its liabilities. The same chain of conse- 
quences as we have just described followed and speculative trade activity 
was similarly restrained. There was therefore an automatic machinery 
by which the volume of purchasing power in this country was continu- 
ously adjusted to world prices of commodities in general. Domestic 
prices were automatically regulated so as to prevent excessive imports ; 
and the creation of banking credit was so controlled that banking could 
be safely permitted a freedom from State interference which would not 
have been possible under a less rigid currency system. First Interim Re- 
port of the Committee on Ourrency and the Foreign Hachanges afier the 


War, pp. 3-4. 
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tributing to the popularity of British securities. Should a rise 1n 
the Bank rate depress prices of British bonds, foreign capital 
would flow in eager to take advantage of this opportunity of pur- 
chasing, at bargain prices, gilt-edged securities. Not since the 
Rump Parliament (May, 1660) has a moratorium been declared in 
England,’® and since 1821 the liabilities of the Bank have been 
readily and unconditionally convertible into gold.*° Investors in 
British bonds know that both the interest and principal will be paid 
in gold, and holders of sterling bills are confident that they may 
secure gold through discounting such bills in London. Because of 
the credit standing of England and of her financial institutions, 
a rise in the Bank rate precipitates a demand for British se- 
curities and sterling bills. 

London an International Short-Term Creditor. The second 
factor accounting for the effectiveness of the London rate is her 
very important position as a short-term international creditor. 
Ninety per cent. of the world’s trade is financed via the London 
discount market, which “discounts long bills drawn upon itself in 
vast quantities from all over the world.” *! Bankers in every 
land stand ready.to buy sterling drafts for they know that these 
can be readily discounted in London and that no difficulty will be 
experienced in selling sight drafts against the proceeds.82 A 
_ rise in the Bank rate thus will induce foreign bankers to hold their 
sterling bills, instead of discounting them as is customary and 
selling sight drafts against the proceeds. Since the demand for 
sight sterling continues and since the supply has diminished, ster- 
ling exchange rises in the money centers of the world. The ability 
of a central reserve bank to correct the exchange depends, in part, 
then upon the extent to which foreigners are induced to hold bills 


79 This chapter, it should be remembered 
point of view of pre-war facts. 
land during the Great War. 
1914, payments which came du 
of exchange, negotiable instrum 


, is being written from the 

A moratorium was resorted to in Hng- 
By a proclamation ‘issued on August 6, 
e before September 4 in respect to bills 
ents, or contracts drawn, dated, or made ~ 
before August 4 were postponed for one month from their due date. 
By subsequent proclamations the moratorium was extended to December 
3. See Economist, War Supplement, December 19, 1914. Since 1914 the 
Bank of England has also suspended cash payments, 

80 “London is the only European center which is always prepared to 
honor its drafts in gold immediately and to any extent.” Withers, The 


English Banking System, p. 16; see also th a i 
don), September 1906, p. 328. : PORES SC Te aes 


81 Whitaker, p. 555. 
82 See Escher, Foreign Hachange Heplained, Chapter III. 
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drawn against such a country as investments. Few bills will be 
held abroad if the nation in question plays a subordinate réle in 
financing international trade and lacks a well developed discount 
market.°3 

Bank Rate Ineffective Unless Controls Market Rate. No 
matter how important a nation may be as a short term inter- 
national creditor, no matter how sound and excellent is its credit 
or the credit of its central reserve bank; the elevation of the Bank 
rate will be ineffective in correcting the exchanges, in preventing 
domestic speculation or in reducing the amplitude of cyclic fluc- 
tuations unless the market rate °* advances with the Bank rate. 
For example, if the Bank rate were to be raised for the purpose 
of bringing about a contraction of credit, and if at the same time 
the market rates were uninfluenced by this action, the desired re- 
sult would not be attained for borrowers would still have recourse 
to the general bankers at the lower rates of interest. What 
affects the foreign exchanges directly then is the open market 
rate, or group of rates, and not the Bank rate in and of itself,®° 
for a rise in the Bank rate will induce imports of gold only in so 
far as it raises the outside rates.*® 


88 During the crisis of 1866 the elevation of the Hnglish Bank rate 
failed utterly to attract gold, practically the only time it has failed to 
do so since 1821. From May 11 to August 6, 1866, a discount rate : 
of 10% had been maintained by the Bank, which was higher by 6% than 
the rates prevailing in Paris, and “yet-the exchange, instead of rising, 
fell as far as it was possible for it to fall.” ... “For full three months 
continental bankers could have bought the best London acceptances at 
a price which would have returned them 9 or 10% and yet, so low had 
our credit fallen that they preferred to employ their money at home at 
38 or 4%.” (Clare, pp. 97-98.) Despite the continuance of the high 
Bank rate the bullion in the Bank decreased. (Ernest Seyd, Bullion and 
Foreign Exchanges, p. 568.) The credit of England had suddenly fallen 
so low as to dissuade the foreigner from exporting his capital there. 
The Bank act had been suspended on May 11, 1866. The significance of 
this act was not understood abroad. The foreign capitalists felt it 
might forecast a moratorium or a suspension of cash payments. As long 
as the foreigner felt that the credit of England was impaired he would 
not export his capital there, but when assured that his fears were 
groundless, foreign capital flowed in. 

s4 The market rate is the rate charged by acceptance houses, discount 
corporations, bill brokers, commercial paper houses, joint stock banks, 
general banks and the private investor on the type of paper acceptable 
for discount at the central reserve bank. See Moulton, The Financial 


Organization of Society, pp. 606-608. 


85 Whitaker, p. 548. na 
86 See Steele, p. 352; also “Denn nur bei einer Ubereinstimmung 
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Previous Influence of Bank Rates in Europe. The Bank 
rates in Europe used to wield greater influence over the market 
rates than has been the case within the past generation. This 
was true for the bill holdings of the central reserve banks, relative 
to the bills held outside, were so large as to make them the domi- 
nant factor in the money market. At the time Bagehot wrote 
“Lombard Street,” ** for example, he stated that the market 
could not discount all of its sterling bills without the help of the 
Bank. A rise in the Bank rate would invariably force up the 
market rates then,®* for the Bank was the ‘‘most important 
dealer in money” *° and possessed to a certain extent the power of 
a monopolist.” 

The rapid growth of the joint stock banks, the acceptance 
houses and the bill brokers, coupled with an increasing number 
of foreign banks in London, all of them eager to discount sterling 
bills, has within the past three decades seriously weakened the in- 
fluence of the Bank of England in the bill market and impaired its 
ability to control the market rate.®! Similar forces have been 


ti 

zwischen Bankdiskont und Marksatz wird eine Diskonterhohung der 
Bank den Erfolg haben, Metall aus dem Auslande heranzuziehen.” 
Mayne, p. 98. 

87 Published in 1873. 

88 See Withers, The Meaning of Money, p. 228. : 

89 Bagehot, p. 114. The former power and influence of the Bank rate 
is graphically described in the Economist, for Saturday, June 18, 1864, p: 
765, in an editorial entitled, The Power of the Screw. 

®0It must not be thought. that a central reserve bank can (independent 
of underlying conditions) arbitrarily determine and set the interest rate 
in a country as many popular writers suppose. Even the most powerful 
central reserve bank could not. do that. In fixing its discount rate, a 
central bank must take cognizance of the market rate. The Bank rate 
should normally rule above the market rate, but not so far above that 
the Bank loses all touch with the market, and at times a central reserve 
bank must and can intervene in the market and within narrow limits 
can regulate the market rate. (See Bagehot, p. 319; Landmann, p.¥109 ; 
and The Reichsbank—1876 to 1900, p. 207.) 


®1The following table illustrates the declining importance of the port- 
folios of the three central reserve banks: 


GERMANY—Dtscounts 


Joint Stock Banks Reichsbank Per cent. 
of total 
Marks Marks 
1888 574,485,000 , 430,869,000 15% 
1907 2,895,304,000 .1,104,537,000 88.1 
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operative in Germany and to a lesser extent in France.®2 By 
reason then of the rapid increase in the resources of the general 
bankers, coupled with the fact that the restrictions which govern 
the character of paper which a central reserve bank may discount 
are much more rigid than the requirements of commercial bank- 
ing, the bulk of discounting in normal times in England and Ger- 
many is done by the general banks and bankers.9? However, in 
periods of very active demand for funds, when the lending power 
of the market has reached its limit and when it must have recourse 
to the central bank for funds, or when the payment of taxes 
sweeps a large amount of money into the coffers of the Bank to 
the credit of the government, central reserve banks exercise a de- 
cided control over the market rate even at the present time.®* 
Expedients Used in Forcing up Market Rates. In order 
to bring about a credit contraction and prevent an undue efflux of 
gold, the Bank of England and the Reichsbank, by reason of 
their diminished influence, have found it necessary to resort to 
a variety of expedients in order to force up the rates in the open 
market at a time when the general bankers and banks failed to 
see the need for a contraction of credit and were possessed of 
sufficient funds themselves so that they did not have to redis- 
count with the central reserve bank.®® One of the methods used 


EncLaAnD—Di1scounts, LoANS AND ADVANCES 


London Clearing Bank of Per cent. 
Banks England of total 
1889 £119,438,000 £20,670,000 16.8% 
1908 287,727,000 33,085,000 isla 
FRANcCE—Drscounts, LOANS AND ADVANCES 
Principal Banks Bank of France Per cent. 
Frances Frances of total 
1888 1,254,701,000 1,114,822,000 88.8% 
1908 3,826,700,000 1,971,945,000 51.5 


92The portfolio of bills held by the Bank of France is still very large 
relative to those held by other banks in France, in fact, so large that 
the Bank of France never employs artificial means to force up the 
market rates of interest. See Landmann, p. 111; and Interviews, etc., 
ip 217, 

93 “Tombard Street is frequently able to ignore Bank rate, knowing that 
it will easily be able to supply its needs from the other banks, at rates 
which are normally below it.” Withers, The Hnglish Banking System, 
mop. 18. 

94 Tbid., p. 19. 
95 See Bagehot, p. 319. 
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by the Bank of England in forcing up the market rates has been 
to sell consols to or to borrow money from the open market, 
thereby mopping up the surplus funds in the market and caus- 
ing the market rates to rise.°° Were the Bank to borrow 
funds from the joint stock banks, for example, it would secure 
the proceeds by debiting the reserve account of those banks, 
and would in this way reduce their balances and curtail their 
credit extending power in proportion to the extent to which 
their reserves had been reduced.?‘ The Reichsbank has employed 
the same tactics in making its rate effective. It has either sold 
its holdings of Imperial Treasury Bills or by using them as col- 
lateral has borrowed from the large German banks, thereby re- 
ducing the loanable funds in the market and forcing up the mar- 
ket rates of interest.°® 

Hartley Withers declares °° that such methods, as have been 
described above, for mopping up the surplus funds from the mar- 
ket are expensive and clumsy, and could be obviated if the joint 
stock banks would agree not to loan money to the bill brokers 
or any one else at a figure lower than 14 of 1% above the rate of 
interest paid to depositors. As the deposit allowance rate is 


96 When the Bank sells consols with this object in mind, it is understood, 
that. it will buy them back on account. Whitaker, p. 547. The Bank does 
not sell consols or borrow money directly from the banks, but conducts 
its operations through a broker (Interviews, ete., p. 51). For further 
comments on this practice of the Bank of England, see Ayre, p. 593. 

97 See Withers, Meaning of Money, p. 229. 

In the Bankers’ Magazine (London) for March 1906 (p. 356) there is 
given a very interesting account of the Bank of England making its rate 
effective. “On September 28 [1905] the Bank Rate here was raised to 
4%, and later, in October, many were anticipating a 5% official minimum. 
About that time, however, the Bank conceived the idea that a 5% rate, 
with its prejudicial effects upon the trade of the country, could be avoided 
if the 4% rate were made completely effective, and accordingly some 
large sums were borrowed from two or three of the joint-stock hanks, 
with the result that rates in the open market rapidly hardened, and, 
indeed, during the greater part of October the official minimum was com- 
pletely effective.” 

98“In the treasury bills the Reichsbank has a convenient means of 
obviating the great difference between the rate of private discount and 
the rate of Reichsbank when this difference reaches a certain point.” 
German Bank Inquiry of 1908, p. 1026. 

In October of 1904 the Reichsbank rediscounted 80,000,000 marks of 
Treasury Bills in an attempt to make its rate effective. Conant, The 
ee of Money and Banking, Volume II, p. 235. See also Prion, 
p. 99. 


99 Withers, The Meaning of Money, p. 240. 


IN ENGLAND, GERMANY AND FRANCE 61 


usually set at a figure 114% below the Bank rate, such an agree- 
ment would result in fixing the market rate about 1% below the 
Bank rate." Such an agreement has never been reached among 
the English bankers.1°! It, is believed, however, that the Reichs- 
bank has at times appealed to the larger German bankers as a 
matter of patriotic duty to advance their rates as the Bank rate 
rose, in order that the efforts of the Reichsbank to correct the 
exchanges would not be nullified.!°2 

The Private Discount Rate. The desirability of a central 
bank intervening in the market when conditions warrant such ac- 
tion, and of forcing up the market rates of interest by artificial 
means has been indicated. Such intervention is rendered difficult, 
and such control can not be exercised unless a central reserve bank 
is constantly in touch with the money market, unless it has built up 
a portfolio of the finest bills which can readily be sold, in case it 
becomes necessary to mop up the surplus funds of the market.13 
To obtain this intimate relationship with the money market, and to 
acquire a portfolio of the finest bills, the Reichsbank and the Bank 
of England have at one time or another discounted the best bills at 
a rate below their official discount rates—at the private discount 
rate.1°* Without a private discount rate, a central bank, whose 


100 Dr. Landmann has found (p. 110) that on the 416 days the three 
central reserve banks rendered returns from 1890 to 1897, that the Bank 
rates in Paris and Berlin were, generally speaking, 14 of 1% above the 
market rate, whereas in London the Bank rate was generally 1 to 114% 
above the market rate. From his tabulations he concluded that the 
Bank of France had the greatest degree of control over the market rate, 
the Reichsbank had the next, and the Bank of England the least. If 
Withers’ suggestion were adopted the Bank rate would control the mar- 
ket rate to a larger extent than it did from 1890 to 1897. 

101 Such an agreement could only with difficulty be reached among the 
London bankers because of the fact that they are strong competitors. 

102 See Lotz, p. 510. The German Bank Act, passed on June 7, 1899, 
forbade the private banks of issue from discounting below the Reichsbank 
rate as soon as this rate reached or exceeded 4%, and at other times from 
discounting under the official rate by more than 4 of 1%. If the Reichs- 
bank should announce in the Reichsanzeiger its plans to discount at the 
private rate, the private note issuing banks could discount by not more 
than 14g of 1% under that rate. This clause was inserted in the act as 
the bill holdings of the private note issuing banks amounted to about 
14 of the bill holdings of the Reichsbank, and they could therefore frus- 
trate the Reichsbank’s efforts to contract credit in the interest of inland 
or foreign trade, by granting cheap credit. The Reichsbank, 1876 to 1900, 


pp. 846-349. 
103 See Kemmerer, The A B CO of the Federal Reserve System, note on 


pp. 42-48. 
104 See Landmann, pp. 117-120. The Bank of France has never dis- 
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operations cover a whole nation and whose official discount rate 
rules at or above the highest market rates on eligible paper, will 
not acquire a portfolio of prime bills 105 and will lose contact with 
the movements of the money market. The reason is that the mar- 
ket rate in a large country with a great diversity of industries 
varies considerably from place to place; being much lower in the 
financial centers than in the interior. A Bank rate, which equaled 
the market rate in the hinterland, would ordinarily be so much 
above the rates in the financial centers, that the central reserve 
bank would do little discounting there, and the paper in its 
portfolio would consist largely of the bills of the smaller mer- 
chants and not those of the financial barons.°° The sway of a 
central bank over the market will be the greater, the more it fol- 
lows the movements of the money market, the more that its port- 
folio consists of the finest paper, and “the more the demand for 
credit becomes accustomed, even in times when money is plentiful, 
to seek and find’satisfaction at its hands.” *°* 

The Private Discount Rate in England and Germany. 
Since February of 1878 1°* the Bank of England has discounted 
the prime bills of such of its customers, as had good accounts, at 
a rate which was below the Bank rate. Statistics have never, 
been published of the amount of bills discounted under the Bank 
rate, or of the proportion that they bore to the bills discounted 
at or above the Bank rate. In January of 1880, the Reichsbank, 
following the lead of the Bank of England *°° began to discount 
the finest bills also at a rate below the Bank rate. This practice 
was at first limited to those branches where there was a bourse- 
like trade in bills, but was later extended to all independent 
branches to meet the wishes of many Chambers of Commerce. 


counted below the Bank rate (Interviews, etc., pp. 198 & 199). Its oper- 
ations are so extensive that it can keep in touch with the market and 
control the market rates without doing this. Landmann, p. 193. 

105 See Mayne, p. 96. 

106 See Landmann, p. 101; and Plenge, p. 197. 

107 The Reichsbank, 1876 to 1900, p. 137. See also Lotz, p. 500. 

108 Palgrave, Bank Rate and the Money Market, p. 48. See also Inter- 
views, ete, p. 23. 

109 The Reichsbank, 1876 to 1900, pp. 134-1387. 

“Teils um noch innigere Fiihlung mit dem Diskontomarkte, der sie fiir 
gewohnlich unterbietet, zu bewahren, teils auch um in Zeiten der Geld- 
fille Diskontomaterial von bester Qualitiit sich zu sichern, ohne deshalb 
den offiziellen Satz zu sehr herabsetzen zu miissen, pflegen sowohl die 
Bank von Hngland wie die deutsche Reichsbank und die 6sterreichischun- 


tee Bank Wechsel auch unter dem Banksatze anzukaufen.” Lotz 
Dp. ! : 
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The sub-branches were permitted to discount the best bills at a 
rate which was below the Bank rate but higher than the private 
rate. At first, the branches were allowed to fix their own pre- 
ferential rate, provided, however, that this was not lower than the 
current rate on the Berlin or Frankfort bourses. In April of 
1880, this privilege was withdrawn and the private rate was 
thereafter fixed by the Directorium and made uniform for all 
branches. Furthermore, it was decreed that the bills which were 
discounted at the private rate must have at least six weeks to 
run, and could not be for amounts less than 3000 marks save in 
very exceptional cases, and must have a very high credit capacity. 
The Reichsbank has never purchased bills below the Bank rate in 
Berlin itself. Since 1881 purchases at the private rate have 
always been discontinued when the official rate rose to 5% or 
above, or when the foreign exchanges were unfavorable. A 
statistical summary of the operations of the Reichsbank at the 
private rate is presented in the following table: 1° 


Private Discount Rate at THE REICHSBANK 


Average Rate for Days—Private 

Year Time in Haistence Rate in Force 
1880 2.800% 170 
1 3.295 231 
2 3.624 185 
3 3.351 340 
4 3.245 350 
5 38.114 288 
6 2.416 348 
tf 2.534 348 
8 2.3875 323 
9 2.352 273 
1890 3.521 76 
2 POTAL Z 339 
Bh 2.582 200 
4 2.064 346 
5 2.075 267 
6 2.463 61 


No bills have been purchased at the private rate since April of 
1896.11! The opposition voiced by the bankers, who feared the 


110 Die Reichsbank—1876 bis 1910, pp. 1382-133. 
411Lotz, p. 500. 
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competition of the Reichsbank, and by the small business man, 
who felt that the larger concerns were alone able to secure the 
lower rate and that he was being discriminated against, was so 
strong as to compel the Reichsbank to abandon discounting bills 
at the private rate.1'* In testifying before the representatives 
of the National Monetary Commission, the officials of the Reichs- 
bank stated that bills were no longer discounted at the private 
rate, for “it was thought that a great central institution like the 
Reichsbank, with its tasks and duties to the whole of the com- 
munity, ought not to make any distinction of any class, or make 
an exception in favor of any one. It is the policy of the Reichs- 
bank to serve all alike.” 11% The officials denied that there had 
been any opposition among the general bankers to the private 
rate! Economic considerations had led the Reichsbank to intro- 
duce their private rate of discount; political pressure forced them 
to abandon it. 
The reasons which would lead a central reserve bank to pur- 
chase bills below the Bank rate may be summarized as follows: *** 
1) To acquire a portfolio of the best bills which can be sold to 
the joint-stock banks and so be used to raise the market rates of 
interest, when economic conditions warrant intervention in the 
market. Such a portfolio cannot be acquired if a central reserve 
bank discounts at its official rate alone (which ordinarily rules at 
or above the highest market rate on eligible paper) by reason 
of the variations in the market rates between various sections of a 
country, and in the same section at different times. 
2) To force down interest rates in sections where they are being 
maintained at artificially high levels by agreements among the local 
bankers. 


3) To invest its resources to an extent necessary to pay its ex- 
penses. 


112 See German Bank Inquiry, p. 290; and The Reichsbank, 1876 to 1900, 
pp. 135, 186, 349 and 350. 

The revised German bank act of June 7, 1899 provided that on and 
after January 1, 1901, the Reichsbank could, if it so desired, discount 
under its official rate, if the official rate did not stand at 4% or above. 
If it did so discount, the private rate must be published in the Reichs- 
anzeiger. This provision has not been made use of by the Reichsbank. 

113 Interviews, ete., p. 343. 


114 See Landmann, p. 1983; also Friederich, pp. 32 and 33. 
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SUBSTITUTES FOR ELEVATIONS OF THE DISCOUNT RATE EMPLOYED 
BY CENTRAL RESERVE BANKS 


_ The effectiveness of the Bank rate in rectifying the exchanges, 
in checking foreign drains of gold, and in reducing imports of 
specie varies considerably from nation to nation and in the same 
nation at different times, dependent as it is upon the credit of the 
respective nations, the degree to which the Bank rate controls 
_ the market rate, and the extent to which the nation in question 
is a short-term international creditor. The fact that the Bank 
rate may be absolutely powerless, at times, as a regulator of the 
exchanges or that central reserve banks have been unwilling, be- 
cause of political reasons, to use this method of protecting their 
reserves has led to the adoption of numerous substitute measures 
for the accomplishment of the same purpose. Among the more 
prominent measures taken by central reserve banks, when they 
were unable or unwilling to accomplish the same result by ele- 
vating the Bank rate are: the adoption of a gold premium policy, 
the redemption of their notes in light weight coins or their re- 
demption solely at the head office of the bank, the use of “moral” 

pressure and the holding of a portfolio of foreign bills. : 

A Gold Premium Policy. A gold premium policy may be 
either active or passive. ‘7° It is said to be active when a central 
reserve bank purchases gold at a premium, or grants interest-free 
advances on imports of gold; and passive, when a central reserve 
bank exacts a compensation for redeeming its obligations in gold “ 
coin or bullion. 

The Active Gold Premium Policy. All of the important na- 
tions of the world have, at one time or another, employed the 
active gold premium policy, they have either purchased gold at a 
premium or granted interest-free advances on gold imports. Thus 
in England, since the passage of the Peel Act, all persons “‘are 
entitled to demand notes in exchange for bar gold at the rate of 
£3 17s. 9d. per ounce standard, subject to such gold being melted 
and assayed at the expense of the seller by persons approved by 
the bank.” 146 At times, when it was desirable to induce imports 
of gold, the Bank has paid as high as 78s. an ounce.'"* Foreign 
gold coins are purchased by the Reichsbank, without requiring 
that they be assayed or melted, at prices which it sets forth 


115 See Mayne, p. 106. 
116 Interviews, ete., p. 29. 
117 See German Bank Inquiry, p. 324. 
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periodically in its tariffs.1!8 The price is altered whenever the 
Bank may wish to encourage the importation of specie.1!® The 
Bank of France employs the same practice.’”° 

Interest-free Advances. Another method of stimulating im- 
ports of specie, which is closely analogous to the above, is the 
practice of granting interest-free loans against gold imports. 
England, France and Germany have regularly done this, as is 
borne out by statements made by the officials of these banks before 
representatives of the National Monetary Commission: 

Testimony of the officials of the Bank of England: 


Question. Is it customary . .. to advance money without interest 
to importers of gold to cover the time required in transportation? 
Answer: Facilities for bringing gold have been given in the shape 
of free advances during transit, adequate security having been 
lodged.'** 


Testimony of ‘the officials of the Bank of France: 


Q. What measures are taken by the Bank of France if it wishes 
to increase its stock of gold or to stimulate the importation of gold? 

A. .. / Certain intermediaries have sometimes asked us to 
facilitate their operations of arbitrage in precious metals by ad- 
vancing money without interest for the time required in transporta- 
tion. We have done so several times by crediting the importers 
from the day of shipment. but this operation, which had its limits 
in its own conditions, can not be considered as a premium for im- 
portation.*”” 


Testimony of the officials of the Reichsbank: 


Q. Do you loan money without interest to people who are im- 
porting gold? 


118 See Whitaker, pp. 514-515; and Weill, p. 469. 

119 See Interviews, ete., p. 357. 

120 See Whitaker, pp. 510-513, and p. 558. 

The Bank of France in 1855-56-57 spent 14,000,000 francs in premiums 
in the purchase of gold bullion to the amount of 1,274,508,519 frances 


ot ata ase Conant, The Principles of Money and Banking, Volume 
» D. 2385. 


121 Interviews, ete., p. 28. 

“Lately, they [the Bank of England] have kept abreast of the time by 
following the example of the State banks of France and Germany, in 
allowing an importer of bullion the use of money against securities free 


of interest for ten or fourteen days, with the undertakin to repay i 
YS; n 
gold.” Hansard, p. 415. a Pits 


122 Interviews, ete., p. 214. 
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A. Yes, that is done. We make advances without interest to 
importers for the time the gold is in transit; we do that even in 
times when the ordinary gold import point is not reached.122 


The Reichsbank ordinarily grants interest-free advances only on 
imports of large amounts of gold, one million marks or more in 
value."** This practice was given unqualified praise by the 
economists and bankers, who were examined by the German Bank 
Inquiry Commission of 1908.12° The only objection which any 
one raised, was that in case the gold arrived before the maturity 
of the loan, the rate of interest on the money market might be 
inordinately depressed, which would tend to negative the work 
of the Reichsbank if it were endeavoring to tighten the market 
rates of interest.'*° In addition to this disadvantage, there is 
the further objection, that in granting interest-free advances to 
importers of gold, a central reserve bank is favoring them unduly, 
to the exclusion of the importers of any other commodity.!2* 
Whether a central reserve bank purchases gold at a premfum or 
grants interest-free advances against gold in transit, in either 
case, it endeavors to stimulate imports of specie through lowering 
the gold import point at its own expense. 

The Passive Gold Premium Policy. The passive gold 
premium policy, i.e., the charging of a premium by a central 
reserve bank for the redemption of its note and deposit liabilities 
in gold, is practiced most generally by the Bank of France.1?8 - 


123 Interviews, ete., p. 357. 

“So far back as 1879, when Germany stopped selling silver, the Reichs- 
bank began to make advances against gold in transit, free of interest. 
At first these loans were granted for five or eight days, subsequently for 
longer periods—according to the provenance of the gold—and lately even 
for periods of more than six weeks. The Reichsbank admits the need 
for precaution lest advances should be made on gold which would find its 
way there anyhow, or which might merely pass through Germany in 
transit to another country.” Renewal of the Reichsbank Charter, p. 34. 
See also The Reichsbank 1876 to 1900, pp. 236 and 275. 

124 The Reichsbank 1876 to 1900, p. 237. 

125 See German Bank Inquiry, pp. 387, 426, 457, 458, and 556. 

126 [bid., p. 457.@ 

127The practice of endeavoring by these means to build up the gold 
stock of a nation is a survival of mercantilist doctrines. Secretary of 
the Treasury Shaw in 1903 employed much the same tactics in inducing 
gold imports into America. See Sprague, History of Crises wnder the 
National Banking System, p. 231. 

128 The Reichsbank and the Bank of England have at times sold foreign 
gold coins at a price above the mint par. This did not mean that they 
had adopted the gold premium policy for they continued to redeem their 
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The gold premium policy of the Bank of France has been defined 
by Landesberger and Helfferich as a “variable compensation 
which the Bank of France exacts for redeeming its obligations 
in gold coins or bars instead of in current silver.” **° 
The Bank of France is allowed by law to redeem its notes either 
in French gold coin or in 5 franc silver pieces,'*° both of which 
possess unlimited legal tender power. . This means that the Bank 
is not compelled to redeem the silver coins in gold. If a bullion 
arbitrageur should seek to redeem his notes in gold, the Bank 
would have the legal right to refuse him French gold coin and 
offer him silver. Should he insist upon gold, the Bank might be 
willing to sell him gold in bars or foreign gold coins at a premium. 
The Bank charges a premium only on gold bars or foreign gold 
coins, never on French gold coins.13* Nor must it be thought 
that the Bank invariably charges a premium for the delivery of 
gold to bullion arbitrageurs. Whether it does so or not depends 
upon the purpose of exporting the specie. If it can be assured 
that the gold is desired for purchasing grain, cotton or essential 
commodities from abroad,'*? the Bank frequently redeems its 
notes at their full value in gold. For example, it became neces- 
sary, because of the deficient harvest, for France, in 1898, to 
import a larger amount of food stuffs from America than was 
ordinarily the case. The Bank charged no premium on the gold 
used to purchase these commodities, but did charge a premium 
up to .8 of 1% on the gold which was intended for other pur- 
poses. The official rate of the premium is never published, and 
therefore exact data concerning its height are not available, but 
from the best authorities we are led to believe that it ranges 
from .4 to .8 of 1% .138 


notes in their own gold coins at par. They sold the foreign coins as 
they would sell any commodity to the highest bidder. See The Reichs- 
bank 1876-1900, p. 287; Rosendorff, pp. 635-636; and Schanz, p. 304. 

129 German Bank Inquiry, pp. 272 and 273. See also Landmann, p. 179. 

130 Lotz, p. 507; Whitaker, pp. 564-568. 

181 Interviews, etc., p. 216; Rosendorff, p. 635. 

182 See Lotz, p. 507; and Rosendorff, p. 634. 

133 Richter has made a careful statistical study of the gold premium 
policy of the Bank of France (pp. 44-47) and gives the gold premiums 
charged from January 7, 1892 to February 7, 1899 inclusive by weeks. 
The highest gold premium, as given by him, was charged by the Bank 
during the week of August 24, 1893, and amounted to .85 of 1%. For 
162 weeks out of this period he gives no quotations, presumably no pre- 
mium was charged. The accuracy of his figures as are those published 


eekly in L’Sconomiste Francais in its partie financiere are 
A open t - 
tion. See Rosendorff, p. 635. 2 & ques 
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Disadvantages of the Passive Goh Premium Policy. The 
passive gold premium policy as in use in France has been almost 
universally condemned by bankers and economists outside of 
France, as a method to be used in preventing foreign drains of 
gold. The remedy is considered worse than the disease itself. 
The following are the chief objections to the employment of the 
passive gold premium policy: 1%4 


1) The refusal of the Bank of France to redeem its notes in gold, 
excepting after the payment of a premium, virtually means the 
abandonment of the gold standard. Unless a nation, uncondi- 
tionally and unhesitatingly, redeems its notes in gold at par, it 
cannot be said to be on the gold standard. The difference is only 
one of degree whether a nation refuses to redeem altogether or 
does so only after the payment of a premium. 

2) The passive gold premium policy depreciates the French frane 
inordinately with reference to the currencies of gold standard na- 
tions. It is the object of the Bank, of course, in charging the 
premium to lower the gold export point with the hope that the 
forces which are depressing the exchanges may have exhausted 
themselves before the value of the franc has reached the new 
gold export point. An illustration of its effect in depreciating 
the franc is cited by Mr. Weill: ‘Thus, in December, 1887, the 
Berlin exchange on Paris was quoted at 80:15, and afterwards often 
at 80:20 and 80:25, whereas the gold point allowing of a bullion 
export from France is as high as 80:60; incontestably, the French 
currency was on the respective dates quoted at a discount.” *°* 

3) The depreciation of the franc, in terms of foreign currencies, 
raises the prices of imported commodities and to that extent ren- 
ders it more difficult for the French to purchase abroad. Con- 
versely, the foreigner is able to purchase more francs than nor- 
mally. and to the extent that the prices of commodities have not 
advanced in France in proportion to the depreciation of the franc, 
the foreigner is enabled to purchase larger amounts of commodities 
in France and thus, to give less of his own products and labor for 
a larger amount of the products and labor of France. 


134 See Mayne, p. 107. 

135 N. E. Weill, Bankers’ Magazine (London), October, 1901, p. 465. 
Richter has estimated that a gold premium of .4 of 1% changes the gold 
export point of Paris on London from 25.245 to 25.345, which means of 
course that the france is depreciated lower than would be possible if ° 
France were on a gold basis. Richter, p. 38. See also Landmann, p. 
184; Lotz, p. 507; and Rosendorff, pp. 644-648. 
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4) The gold premium policy impairs the credit of France. The 
uncertainty of being able to redeem his obligations in gold, makes 
the foreign capitalist less eager to buy bills of exchange or 
securities issued in francs. Hartley Withers writes: “. .. any- 
one who has a credit in Paris has a credit of no international value, 
except in so far as he can make use of it, by means of the machinery 
of exchange, to buy a credit in London, which is convertible into 
gold as a matter of course.” °° 

5) The gold premium policy of the Bank of France is not an ab- 
solute preventive of outflows of gold from France, for should it 
became profitable enough, the gold bullion arbitrageurs would resort 
to gathering in the gold from circulation for export.1** A German 
banker testificd before the German Bank Inquiry Commission of 
1908 that, “it only results in making the exporters of gold take the 
full-weight coins from circulation, and this in my mind is sub- 
stituting a greater evil for a lesser one.” *** Should gold coins 
then be withdrawn from circulation, and should the Bank of France 
issue notes to fill the void, the result would be a redundancy of the 
French currency, an increasingly unfavorable balance of payments, 
and a continuous depreciation of the French france. 


Reasons for the Adoption of the Passive Gold Premium 
Policy by the Bank of France. What were the motives that 
induced France to employ the passive gold premium policy with 
all its attendant disadvantages? 18° As is so frequently the case, 
the adoption of this policy was dictated by political rather than 


186 Withers, Meaning of Money, p. 87. Similarly Goschen asks in his 
essays, “Why do not those who want gold go to Paris? If they go to 
Paris, well, on presenting their bills, if it is inconvenient to the Bank 
of France to pay in gold, they may be offered silver and not gold.” 
Goschen, Hssays, ete, p. 119. It is for this reason that the Austro- 
Hungarian Bank and the Reichsbank, both of which held a large portfolio 
of foreign bills, had few drawn on Paris. See also German Bank In- 
quiry, pp. 383, 338 and 589, 

187 Rosendorff writes (p. 648) relative to the fact that the passive gold, 
premium does not prevent gold from being exported; “dass Frankreichs 
Stellung unter dem System der Goldprimie im internationalen Gold- 
verkehr eine wesentlich ungiinstigere war, als die deutschlands unter dem’ 
Hinflusse der Diskontpolitik.” -Rosendorff also cites the fact that in 
spite of a premium ranging as high as .8 of 1% throughout 1898, some 
69 million franes in gold were exported during the first nine months. 
Rosendorff, p. 638. 

188 German Bank Inquiry, p. 285. 

139 Many French economists have been fully aware of the disadvantages 
of the gold premium policy of their bank, Léon Say characterized it as 
a “dangereuse et nouvelle methode,”’ ‘ 


IN ENGLAND, GERMANY AND FRANCE 71 


by economic considerations. France is primarily an agrarian 
nation, and to the peasant classes a low and non-fluctuating dis- 
count rate is the greatest desideratum. !4° Further it must be 
remembered that the foreign trade of France is by no means as 
extensive as that of either England or Germany. It is much 
more essential to exporters and importers, in those nations, that 
the value of their currency remain constant in terms of foreign 
currencies than that the Bank rate remain stationary. In Eng- 
land and Germany, the importers and exporters constitute a 
large and important group, while in France they are few in num- 
ber and do not possess the political influence of the agrarian 
group.'*? Still a third reason for the adoption of the gold 
premium policy by the Bank of France is the fact that nearly 
every peasant there owns a government bond, and as “raising 
the rate of discount causes a fall, in the value of gilt edged se- 
curities; . . . a high rate of discount would produce some kind 
of a national disaster; it is, therefore, of much higher impor- 
tance in France to support the price of Rentes than to foster 
the stability of the foreign exchanges, whose alterations act only 
on a limited part of the population.” 1*” 

Redemption of Notes Solely at Main Office. In case the 
main office of a central reserve bank is located at some distance 
from the frontier, still another substitute for raising the Bank 
rate may and has been employed to check a foreign drain; 
namely, the redemption of the Bank’s notes solely at the main 
office. This action raises the cost of shipping the gold abroad 
and changes the gold export point to that extent. In case of 
an efflux of gold abroad, for instance, the Reichsbank has been 
known to refuse to redeem its notes excepting at its office in Ber- 
lin, thus forcing the exporter to pay the freightage to the sea- 
port.142 Reginald Mayne has estimated that the cost of ship- 
ping gold from Hamburg to London is 24d. per £1, which is 


140 The agrarian and bimetallist elements have suggested that the 
Reichsbank adopt the passive gold premium policy. Rosendorff, p. 684. 

141 Lotz, pp. 507-508. 

142 Weill, p. 466. 

148 “Tt has been necessary under most unfavorable conditions to limit to 
the imperial main bank in Berlin the withdrawal of gold for the purpose 
of exportation abroad; when it became necessary, in consideration of the 
German standard, to work against an export of gold with high discount 
rates, it was Clearly imperative that the Reichsbank should not facilitate 
the exportation of gold by bearing the costs of conveyance from Berlin 
to the points of export, Hamburg or Bremen.” The Reichsbank 1876 to 


1900, pp. 237-238. 
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increased by 0.15d. per pound in case the specie is sent from 
Berlin.144 The Reichsbank hopes, of course, in so altering the 
gold export point, that the forces which have tended to depress 
the mark will have become exhausted before the value of the mark 
falls to the new export point. Se SEE See i 

Redemption of Note and Deposit Liabilities in Light 
Weight Coins. The Bank of England has the same object in 
mind when it redeems its note or deposit liabilities in light weight 
coins, taking advantage of the tolerance allowed by law. The 
statutory weight of the sovereign is 123.27-+- grains gross, but it 
may weigh as little as 122.5 grains and still retain its full legal 
tender power.'*® ‘To anexporter, who is demanding gold, the Bank 
may quite legally discharge its obligations by giving him these 
light weight coins, thereby altering the gold export point by that 
amount.**® 

“Moral” Pressure. Some of the nations of the world, at the 
time a fgreign drain is threatened, have brought pressure to 
bear to prevent banks and bullion arbitrageurs from exporting 
specie. In November of 1912, the state of the exchanges was 
such that London should have been drawing gold from Germany, 
Austria-Hungary and Russia; and yet none came.'4* The 
governments of those countries let it be known that they would 


144 Mayne, p. 76. 

145 See Whitaker, note on p. 559. 

146Tn this connection the testimony of Lord Swaytheling, which is 
given below, before representatives of the National Monetary Commission 
is illuminating: 

Q., London is the gold center of the world, is it not? 

A. Yes, because it is the only country where they pay freely in gold, 
but even that is now qualified in rather a small way. They have got 
what they call an export corner; that is, they sift out the minimum legal 
weight of the sovereigns and heap them up for the exporters. If they 
give us full-weight sovereigns we would be very glad to get. them, but 
they will not. We now could send gold to France if we could get full- 
weight sovereigns, but we cannot get them. Formerly, they did not do 
those things. é 

Q. Where are the full-weight sovereigns? 

A. Oh, they keep them for interior purposes. If Liverpool and Man- 
chester banks want Sovereigns they get full-weight, because freight is 
against us sending them from the north to the Continent. In any of the 
north country places you have the most beautiful, bright, heavy sover- 
eigns which we should like to see in London, but we cannot get them. 
Interviews, ete., pp. 98 and 99. 

147'The London Statist, November 16, 1912. See also, 


Hermann 
Schmidt, Should the Peel Act be Modified? 
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look with disfavor upon exports of gold, and the bankers dared 
not risk their vengeance.'*8 Though the law compels the Reichs- 
bank to redeem its notes in gold, when the danger of an export 
movement arises “a kind of moral pressure, a pressure from 
above, is put on, and every effort used to prevent the depletion 
of the stock of gold, pressure of a kind which no one in this 
country [England] would approve, pressure, too, which would 
be absolutely unavailable here.” 149 The Reichsbank is said to 
have occasionally visited its resentment upon these exporters, 
who had the temerity to ask for gold at inconvenient seasons.!°° 

The foregoing methods and expedients adopted by central 
reserve banks to prevent outflows of gold may be employed with 
success, only when the forces tending to depreciate a currency in 
terms of the foreign exchanges are of so little importance that 
they soon spend themselves. Should the forces possess greater 
strength and permanency, gold would eventually be exported as 
soon as the new gold export point had been reached. Another 
method of correcting the exchanges and one which does not seek 
to artificially change the gold points, but which endeavors to work 
in accord with natural forces, is what may be termed briefly and 
for want of a better expression the foreign bill policy. 

The Foreign Bill Policy. As we have noted earlier in the 


148 Withers, Meaning of Money, p. 87. “In theory Berlin has a gold 
standard, and the notes of the Imperial Bank are theoretically payable 
on demand in gold. ... But any one who wants to draw on the Imperial 
Bank’s share to any large extent is likely to find obstacles and difficulties 
in his way, and is moreover likely to be met with a most discouraging 
countenance when next he requires accommodation.” 

149 Goschen, Hssays, ete., p. 119. 

150“Our foremost object. must be the maintenance of the exchange 
parities in order that our credit in the international market and the 
reputation of the German gold standard may not suffer, with the purpose 
in view of finally placing the latter beyond all doubt and on the same 
firm basis on which the English sovereign stands today. We may safely 
say that all business men agree in considering it detrimental and re- 
grettable that no gold was sent abroad when exchange for awhile in the 
fall of 1907 ruled above the gold export point; and it may be well to 
emphasize the fact that the management of the Reichsbank reached the 
same conclusion. As we have explained before, it must have been either 
mistaken patriotism or fear of antagonizing the Reichsbank which for 
so long a time kept our bankers from exporting gold, and which really 
created a depreciation, however short lived, of our monetary standard 
in the international money markets.”’ Article published, in the Frank- 
furter Zeitung, during December, 1908; reprinted in Renewal of Reichs- 
bank Charter, p. 31. See also Clare, pp. 111 and 116; and Hansard, 


p. 416. 
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Chapter, the Reichsbank and the Bank of France discount bills 
of exchange drawn in foreign currencies and, in fact, both have 
at one time or another acquired a large portfolio of such bills. 
Thus on the 30th of December, 1912, the Reichsbank’s holdings 
of foreign bills amounted to £2,004,988,'°' which were drawn 
on some ten countries to the following amounts: 


England £924,944 
Scandinavia 255.502 
Switzerland 1716827 
Italy 168,987 
Holland 129,888 
France 127,483 
Denmark 110,335 
America 62,588 
Belgium 45,151 
Austria-Hungary 8,283 


In the following table there is given the annual average amount 
of foreign bills the Reichsbank has had in its portfolio from 
1876 to 1910, their average life, and the proportion which they 
bore to the total purchases and discounts of bills of exchange: 


PURCHASES OF ForEIGN BILLS oF HXCHANGE 152 


Year Average annual In percentage Average 
amount of total bills maturity 
(marks) purchased and 
discounted 
1876 1,672,000 0.4% 
iG 1,873,000 0.5 
8 5,351,000 1.6 
9 3,560,000 at 
1880 9,584,000 2.8 
1 7,481,000 2.2 
2 5,590,000 1.5 
3 4,004,000 11 
4 4,631,000 1.2 
5 7,951,000 2.1 
6 16,961,000 4.3 
i 7,864,000 1.8 
8 3,316,000 0.8 
9 3,798,000 O.7 


151 Bankers’ Magazine (London), 1918, Vol. XCVI, p. 242. 
152 Source: Die Reichsbank—1876 bis 1910, p. 158. 


IN ENGLAND, GERMANY AND FRANCE 5 


1890 5,420,000 1.0% 30 
1 5,306,000 1.0 24 
2 4,715,000 9 255 
3 4,118,000 7 29 
4 2,540,000 5 17 
5 2,569,000 5 17 
6 2,753,000 4 18 
7 2,411,000 4 16 
8 4,934,000 r 22 
9 19,045,000 2.3 52 

1900 26,753,000 a3 45 
1 26,946,000 3.2 5S 
2 22,733,000 2.9 45 
3 24,068,000 2.8 50 
4 22,212,000 27 45 
5 33,093,000 a7 52 
6 48,244,000 44 53 
7 44,461,000 4.0 60 
8 70,881,000 AS 58 
9 107,239,000 11.7 66 

10 140,648,000 14.1 69 


The Bank of France, likewise, has, at one time or another, built 
up a considerable portfolio of foreign bills, of which, accord- 
ing to Professor Liesse, it has made very good use.'°* 

Central reserve banks, holding portfolios of foreign bills, are 
enabled to correct temporarily adverse exchanges, without being 
forced to raise the Bank rate, and in that way can _ pre- 
vent undue fluctuations in the Bank rate.°* If mark exchange, 
for instance, had reached the gold export point, and if the Reichs- 
bank felt that the raising of the discount rate was not neces- 
sitated, it would discount its sterling bills in London, and so be 
in a position to sell sterling drafts in Berlin, or buy mark ex- 
change in London.'®® Either method would have the effect of 
raising the value of the mark.1°® The efficacy of this method 
as a corrective of the exchanges depends, of course, upon the 


153 Liesse, p. 231. 

154 See Whitaker, p. 574. 

155 See Landmann, p. 176. 

1561f the Reichsbank had held British securities and sold them in 
London to obtain funds against which it could sell sterling drafts 
or with which it could buy marks, the same result would be effected. 
The holding of securities is not nearly as advantageous as the holding 
of foreign bills, for at times it is difficult to sell securities excepting 


at great loss. 
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size of the revolving fund which a central reserve bank keeps 
invested in foreign bills. As a substitute for the elevation of the 
Bank rate this method is the best. Its use does not involve 
the abandonment of the gold standard or the artificial manipula- 
tion of the gold points as do the others, or the hampering of free 
movements of gold between nations. The foreign bill policy has 
been successfully employed by'nations, such as Austria-Hungary, 
as a regulator of the exchanges, when the elevation of the Bank 
rates would have been ineffective in accomplishing the same re- 
sultate! ; 

The Importance of a Stable Rate of Discount. By a judi- 
cious use of a portfolio of foreign bills, then, a central reserve bank 
may at times remedy temporary unfavorable balances of pay- 
ments without being compelled to raise the Bank rate. In case 
the foreign bill policy proves ineffective in rectifying the ex- 
changes, or in case economic conditions within or without a 
nation warrant ‘the raising of the Bank rate, a central reserve 
bank should not hesitate for a moment to do this. But the Bank 
rate should not be raised (or lowered) without good and suf- 
ficient reasons; . unnecessary fluctuations should be avoided. 
Frequent oscillations introduce an element of uncertainty into 
the stock and produce markets which make business akin to 
gambling."°* A stable rate enables the entrepreneur to judge 
beforehand his costs, a rate which fluctuates frequently en- 
courages speculation.'°® So great is the importance of a stable 
rate that Professor Foxwell has declared: ‘The true test of sound 
economic, as distinguished from merely solvent banking, is the 
moderation of the average rate of discount.” 16° <A similar 
statement was made by Arthur Fischel, a Berlin banker, before 
the German Bank Inquiry Commission of 1908: “I am inclined 
to assume that it would be better for us to have a stable rate of 
interest, one fluctuating as little as possible, than a very low 
rate that would be only temporary and would later on expose 
us to the danger of a corresponding violent rise.” 1°! If it is 
possible to rectify the exchanges, to protect the gold stock of 
a central reserve bank, and to prevent domestic speculation, by 
measures which in no way jeopardize the monetary standard (such 


157 Lotz, p. 508. See also Renewal of Reichsbank Charter, pp. 35-40. 
158 See Andréadés, p. 316; and Lotz, p. 508. 


159 See Report from the Select Committee on Bank Acts, 1857, ques- 
tion #1440. 


160 The Hconomic Journal, March 1892, p. 154. 
161 German Bank Inquiry, p. 76. 
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as a foreign bill policy), and to do this without “raising the rate— 
or, at all events, without raising the rate again and again—it is 
obviously desirable.” 152 


Lack of Stability in English Bank Rate. The most notice- 
able feature about the Bank of England rate is its lack of 
stability."°? During the past seventy-eight years it has been 
changed no less than 6.11 times a year on the average. Its 
range of fluctuation has been severe, the maximum and minimum 
rates have differed by as much as 5% during six separate years. 
That such wide and frequent fluctuations were a hardship for in- 
dustry and commerce, no one would doubt.1%4 Most authorities 
agree that the provisions of the Peel Act have been mainly re- 
sponsible for the numerous and wide fluctuations in the English 
rate. In their zeal to follow in every detail the principles of the 
Currency School, and to make of the Bank of England note vir- 
tually a gold certificate, the framers of the act failed to provide 
England with an elastic currency.1®° The lack of an elastic 
currency meant that seasonal and cyclic demands for money 
could not be satisfied by issuing additional bank notes 1° but fell 
directly upon the reserve of the banking department.157 Conse- 
quently the absolute amount as well as the percentage of reserve 


162 London Statist, May 19, 1900, p. 759. 

163 See Andréadés, p. 315. 

164 See Lotz, p. 505. 

165 “The absence of elasticity in the bank note issue under the Bank 
Act of 1844 has accentuated every crisis which has since arisen in 
this country, if indeed it has not helped to produce some. The idea 
governing the Act was to create a mixed currency of gold and notes, 
which should move in the same way as if it consisted entirely of gold. 
.-. Experience has shown the circulation of notes to remain fairly 
constant, so that any movement of gold into or out of the bank has 
not affected the circulation, but the reserves.” Herman Sehinidt, in 
The Hconomic Journal, 1901, p. 74. 

166 Some economists feel that it was the purpose of the framers of 
the Act to achieve a certain degree of elasticity in the Bank notes 
through allowing their issue against securities. As gold poured in, 
the securities held in the Issue Department should be removed from | 
the custody of that department, and further, when gold was with- 
drawn, owing either to a foreign or an internal demand, the securities 
should be brought. back. This was never done, as at all times the 
notes were issued to the full value of the securities. See Palgrave, 
Economic Journal, December 1906, in a review of The Bank of England, 
by W. R. Lawson. 

167 See testimony of John Stuart Mill before the Select Committee 
on Bank Acts, 1857, questions #2026 and 2027. See also Mill, Prineiples 
of Political Hconomy, Volume ITI, p. 238, 
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against deposits (which increase at these periods) would appre- 
ciably decline, and the Bank would be compelled to raise the rate 
to attract imports of gold and capital. The provision in the Act 
forcing the Bank to purchase all gold presented to it at T7s. 9d. 
per ounce standard,!** the lack of fluidity in its assets,'°? and its 
small gold holdings 1“ have been cited as additional reasons for 
the frequent fluctuations. 

Many are the measures which have been proposed to lessen 
the variations in the Bank rate. Since the inelasticity of the 
Bank note is recognized as the chief cause,’*' numerous pro- 
posals have been put forward to remedy this defect.’‘* Econo- 
mists and bankers have frequently pointed out that the mainte- 


168 ‘The effect of that clause is certainly far from being advan- 
tageous to the equable working of the Reserve, and in consequence of the 
rate of discount charged by the Bank, it is perhaps rather to be won- 
dered at that this provision of the Act, convenient perhaps in 1844, but 
hardly adapted, without some modification, to the present requirements 
of our money market—continually pressing on the Bank, matters have 
been managed without greater fluctuations even than there have been. 
One important part of the duty of banking to commerce is to keep 
the rate for discounts as even as possible, and certainly no legislation 
could hardly have been devised which renders an even rate more difli- 
eult to maintain than that in force in this country at the present time.” 
Palgrave, The Hconomic Journal, December 1906, pp. 579-580. See also 
Interviews, ete., p. 103; Report from the Select Committee on Bank Acts 
of 1857, question #1879. 

169 See Palgrave, Bank Rate and the Money Market, p. 199; André- 
ades, pp. 317-320. ; 3 
170See R. H. Patterson, On the Rate of Interest, etc., p. 356; and 

Plenge, p. 80. 

171 See Conant, The Principles of Money and Banking, Volume IT, p. 128. 

172 Some of the proposed reforms may be found in the following sources: 

1) Speech of H. H, Asquith, Chancellor of the Exchequer, on May 
9, 1906 at the annual dinner of the Central Association of Bankers, 
quoted in the Bankers’ Magazine (London), July 1906, p. 5. 

2) Recommendations of the Associated Chambers of Commerce, pub- 
lished in the Heonomic Journal, June 1909, p. 338. 

3) Robert. Giffen, Hssays in Finance, pp. 118-114. 

4) Viscount Goschen, Hssays and Addresses on Economic Questions, 
pp. 116, 121, and 129. 

5) R. H. Inglis Palgrave, a paper read before the Economic Section 
of the British Association for the Advancement of Science, at York, on 
August 38, 1906, quoted in the Bankers’ Magazine (London) for Sep- 
tember 1906. ‘ 

6) Sir Felix Schuster, Our Gold Reserves, Journal of the Institute 
of Bankers (London), June, 1907, pp. 1-22. 

7) Withers, Meaning of Money, pp. 282 and 297. 
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nance of larger gold reserves and of a portfolio of foreign bills 
would go a long ways towards stabilizing the Bank rate.17 
That the general results of the latter “would be beneficial 58k 
may well be believed, but, to imagine the Bank of England a 
large holder of foreign bills as the Reichsbank and the Banks of 
Belgium and Holland are, appears as unlikely as to think of 


their altering their bookkeeping to a decimal system of nota- 
Honor t ts 

The Bank of England Aided by Other Reserve Banks. At 
three times in its history, during very severe crises, when the 
Bank of England found that the elevation of its discount rate 
was not enough to correct the exchanges, it resorted to still 
another expedient to import gold and capital in sufficient 
amounts. The Bank was forced to borrow funds abroad. Its 
borrowings from the Bank of France and from bankers in Ham- 
burg, which saved it from bankruptcy in 1839, have been noted. 
Again during the Baring difficulties of 1890 “the directors of the 
Bank obtained £3,000,000 in gold from the Bank of France and 


8) The Cunliffe Committee recommended (First Interim Report, 
1918, p. 11) that the permission given the Bank of England by Section 
3 of the Currency and Bank Notes Act, 1914, under which the Bank of 
England may with the consent of the Treasury temporarily issue notes 
in excess of the legal limits, be continued. 

173 The Bankers’ Magazine (London) points out editorially the im- 
portance of holding a portfolio of foreign bills: ‘We notice that be- 
tween the returns of August 23 and August 31, 1903, the Imperial Bank 
of Germany parted with more than 2 millions in specie [in £]. It was 
able to do this without raising the rate. And now a demand for about 
half that amount has caused the Bank of England to raise its rate. 
There is, of course, one important difference between what happened 
at these two banks—the demand at Berlin was probably for domestic 
requirements, that at the Bank of England was mainly for foreign 
requirements. But it would have been a satisfactory thing if the Bank 
of England had been able to part with this sum without raising its 
rate. The Bank of Germany probably holds at the present time a large 
stock of foreign bills which are an assistance to it in case the exchange 
is unfavorable. If the Bank of Hngland had been equally strong in 
this respect it would have been able to meet, the demand for specie 
for export in a similar manner.” October 1908, p. 448. Similarly 
Mayne writes (p. 70), “Auch die Thatsache dass die Bank von England 
ein Portefeuille auswirtiger Wechsel Utberhaupt nicht hilt, setzt dieses 
Institut in bezug auf Goldbeztige gegeniiber der Bank von Frankreich 
und besonders der deutschen Reichsbank in Nachteil.” 

174Palgraye, in The Hconomic Journal (London), December 1906, p. 
580, 
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£1,500,000 from Russia.” 17° Both were quite willing to extend 
loans to the Bank in order to avert a crisis in England, which 
would of necessity, have reacted on their own markets.‘‘® Later 
during 1906 and 1907, when the American crisis so adversely 
affected the London money market, the Bank of France came to 
its rescue by discounting sterling bills, “and so made it possible 
for the London market to procure the capital necessary to 
alleviate its current crisis. This is, in fact, a proceeding which 
is much more economic, in the high sense of the word, than the 
rather archaic one practiced formerly of making discreet loans 
of gold to the Bank of England.” 17" The importation of 
capital by a central reserve bank through borrowings abroad can 
be successfully employed only if the crisis is fairly localized, and 
if there is some country, unaffected by the crisis, which is willing 
and able to extend funds.1** 


* 


SPECULATION AND THE BANK RATE 


The state of the foreign exchanges, and the percentage of 
the reserves of a central reserve bank are perhaps the chief, but 
should not be the sole determinants of the Bank rate. More and 
more it is being recognized that one of the most valuable services 
a central reserve bank can perform is in the reduction of the 
amplitude of business cycles. That business activity proceeds 
in rhythms, with recurring periods of prosperity, crisis, decline, 
and depression is generally admitted, that the amplitude of the 
cycles, whatever may be their fundamental cause, may at times 
be reduced by a wise credit and discount policy on the part 
of a central reserve bank can scarcely be denied. 


175 Goschen, Hssays, ete., pp. 108 and 109. 

176 See Ibid., p. 109; and Interviews, ete., p. 276. 

.177 Liesse, p. 230. 

178 Other methods, suggested by various writers, to be employed by 
central reserve banks either to protect or increase their reserves are: 
the paying out of notes of smaller denominations (Landmann, p. 137) ; 
the closer scrutiny of the paper presented for discount (Landmann, p. 
137); the discounting of bills of shorter duration (Lotz, p. 502; and 
Report from the Select Committee on the Bank Act of 1857, questions 
#1481, 1261 and 2570); the refusing to discount accommodation paper 
(Lotz, p. 502); the increasing of the capital of the bank (German 
Bank Inquiry, pp. 58 and 72, and Mayne, p: 110); the sale of securities 
(Mayne, p. 110); the payment of interest on deposits (Mayne, p. 112); 
the acceptance of deposits in foreign nations (German Bank Inquiry 
pp. 358, 554, 877, 927, and 1001). 
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The Business Cycle. The upward swing of a business. cycle 
is characterized by rising prices, increased industrial activity, a 
feeling of optimism, an increased demand for labor, greater 
activity on the stock exchange, expanding loans and declining 
bank reserves. Entrepreneurs desire to extend their operations, 
speculators to hold goods for higher prices, importers to in- 
crease their imports, and investors to expand their operations. 
Finally, whether by reason of a consumers’ strike, credit con- 
tractions, or increased costs of doing business, a crisis is pre- 
cipitated and a period of business depression is ushered in, 
characterized by falling prices, a liquidation of securities and 
commodities, and unemployment. Should the banking system 
of a nation prove so defective as to be incapable of meeting the 
exigencies of the situation, the crisis may degenerate into a 
panic as was true in 1907 in America. Not only may central 
reserve banks prevent this from occurring, but may, as well, render 
invaluable service to a nation through reducing the amplitude 
of the cyclic fluctuations, reducing the heights of prosperity and 
consequently the depths of the subsequent periods of depression. 
In an account of its discount policy from 1895 to 1900, a period 
marked by great business activity, the Reichsbank stated that 
“there arose for the Bank the task of counteracting the danger 
of excess connected with each favorable turn of economic condi- 
tions; and in this it was just as important to prevent as far as 
possible too great expansions of production as well as over- 
speculation and an over-straining of credit. The expansion of 
production, the price of commodities, and industrial securities, 
and the demand for credit had to be kept within reasonable 
limits if the brilliant development of economic forces was not to 
end in fatal collapse, as often happened in slighter upward 
movements.” *7° 

The power of a central reserve bank to smooth out business 
cycles, depends on its ability to stabilize the general level of 
prices in so far as this is possible. It is not within the province 
of a reserve bank to prevent rises in the price level due to an 
increased production of gold, but it may be very well within its 
power to reduce such price fluctuations as are generated by credit ~ 
expansions and contractions. Many regard the price cycle as 
the best single indicator and barometer of business conditions. 
A crisis has frequently been described as a stoppage of prices. 


179 The Reichsbank 1876 to 1900, pp. 271 and 272, 
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Rising prices may be thought of as provocative of increased busi- 
ness activity, a period of the full employment of the capital 
equipment and labor of a nation. A period of falling prices 1S 
invariably a period of unemployment and decreased production. 
After a careful analysis of the various theories offered in ex- 
planation of business cycles, Prof. J. H. Williams concludes that 
“price movements are significant, and in the minds of most 
writers the chief characteristic of the business cycle.” 1*° To 
the extent, then, that the rhythmic fluctuations in business may 
be due to changes in the general level of prices and to the extent 
that fluctuations in prices are caused not by an increased pro- 
duction of gold, but by an increasing volume of credit, a central 
reserve bank may very well be in a position to modify to that 
extent the amplitude of cyclic fluctuations. It must not be 
thought that price cycles are wholly injurious to the body 
economic. In the very first stages of the upward movement an 
increase in prices may have a beneficial effect in increasing pro- 
duction and in causing the introduction of more efficient methods 
of production. But when the increase in prices results simply in 
profiteering, speculation, the hoarding of goods, etc., the time has 
come for a central reserve bank to put on the brakes and through 
imposing various credit restrictions to halt the upward move- 
ment of the price level. To the extent that a reserve bank is 
successful in accomplishing this, the amplitude of the cycle is 
reduced. 

Relationship of Price Cycles and the Bank Rate. In Chart 
VII the close relationship between price cycles and fluctua- 
tions in the English Bank rate is shown. This closeness of 
relationship is not due to the fact that the Bank of England 
in the past has at all times, consciously endeavored to reduce the 
amplitude of cyclic fluctuations; but rather because it was 
forced, by the economic factors which attend an upward 
swing—increasing. liabilities and declining reserves—to raise 
its rate (sometimes very reluctantly) to protect its own in- 
terests.18? 

Let us assume that a reserve bank, through a careful study of 
the demands for credit, production indices, the trend of security 


180 Williams, The Role of Prices in the Business Cycle, p. 210. 
181 Sources: 
Data obtained from Statistical Department, Federal Reserve Bank 
of New York. : 
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and commodity prices, and the reserves maintained by the general 
bankers, feels that speculative forces are at work which need to 
be curbed in order that the economic development of the country 
may continue sound. The remedies to be apphed to the situa- 
tion will depend of course upon the causes of the speculative 
fever. If the upward swing has been stimulated by rising prices 
which in themselves were caused by an expanding volume of credit 
produced by too low a bank rate, ruling perhaps below the 
market rate, the elevation of the Bank rate to a point which 
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would no longer make it profitable for the market to be in the 
Bank and to a point which would check the unhealthy business 
expansion, would of course be the very first corrective. It is a 
principle of first importance in central reserve banking and one 
religiously followed by central bankers in Europe that the Bank 
rate should rule above the market rates of interest on similar 
types of commercial paper, _ 
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182 Sources: 


Bank rate: Sources are given on p. 39. 
Market rates: 


1875-1888—Commercial History and Review, Hconomist 
(London) 
1889-1890—Journal of the Royal Statistical Society. 


Paris 1891-1896—Handwérterbuch der Staatswissenschaften, 
Vol. 3, p. 506. 
1897-1914—Statistisches Jahrbuch fiir das Deutsche Reich. 
Berli { 1876-1888—Die Reichsbank 1876 bis 1910, p. 209. 
os { 1888-1915—Statistisches Jahrbuch fiir das Deusches Reich. 
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This maxim can not be reiterated too often or emphasized 
too much. During the upward sweep of the cycle, when busi- 
ness confidence runs high and business men optimistically 
anticipate larger and larger profits, a Bank rate ruling be- 
low market rates of interest would induce bankers and individuals 
to discount their holdings of eligible paper at the central re- 
serve bank and to borrow funds on acceptable securities. As 
the volume of bank credit, either in the form of bank notes or 
deposits increased, prices would rise, unless the fresh supplies of 
purchasing power media had been paralleled by increases in the 
production of goods. The production of goods, over short 
periods,'** can not be increased indefinitely—limits are set by 
the supply of raw materials, the amount of capital equipment, . 
and the available labor. There are few such automatic or 
mechanical checks set on the amount of purchasing power media 
which may be issued. It is true that expansions in money and 
deposit currency, by causing prices to rise sufficiently high, may 
begin to drive gold abroad. The exportation of gold, depleting 
the reserves of the central reserve bank, would of course force 
it to raise its discount rate and take other steps calculated to 
stop the inflationary movement and check the efflux of gold. 
Should a nation have abandoned the gold standard, however, 
even this check is removed. Inflation could then proceed merrily 
on until the very worthlessness of the currency and the complete 
demoralization of the exchanges forced the nation in question to 
a thorough currency reformation. As automatic checks to in- 
flation are few the directors of central reserve banks them- 
selves should, early in the upward movement, courageously and 
unhesitatingly raise the Bank rate and adopt other measures 
calculated to check the inflationary tendency. The time to 
check the rise in the prices is at the time when increases in the 
volume of credit fail to call forth any compensating increase in 
production. Desirous of remaining in positions of responsibility, 
sensitive to criticism and too often lacking an adequate training 
in monetary and banking theories, it may be too much to expect 
of central bankers that they should resist popular clamors for 
soft money and inaugurate deflationary policies. Central banks 
in Europe have been quite successful, on the whole, in keep- 
ing the Bank rate above the market rate, despite the political 
pressure which the proponents of soft monetary ideas can always 
muster. Further, during the upward swing of the cycle, a 


183 See Marshall, Principles. of Hconomics, Book V, Chapter V. 
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central reserve bank should scrutinize the paper presented to it 
most carefully, assuring itself so far as is possible that the 
paper arose from actual commercial transactions.'** ‘The rates 
on Lombard loans should be raised far above the Bank rate, for 
funds obtained from a reserve bank on collateral are more likely 
to be used for speculation than are the funds obtained from dis- 
counting commercial paper.'®° 

Correctives of Speculation. Should other factors, such as 
increasing imports of gold, have been the stimulants of the low 
market interest rates and of the expansion of credit, a reserve 
bank should make every attempt to stiffen the market rates of 
interest and, if possible, to raise them to the level of the Bank 
rate, through mopping up the surplus funds in the market. If 
such action is ineffective, if the general banks have sufficient 
funds of their own and are not forced to rediscount with the 
central bank, there is little else for a reserve bank to do but to 
issue warnings to the community and to the banks of the country 
of the unsound nature of the business expansion.18® Its warn- 
ings though will probably be as obnoxious to the business world 
and as unheeded as those of Cassandra. Should business men 
follow the warnings and advice of a central reserve bank, they 
can, to a considerable extent, reduce the amplitude in cyclic 
fluctuations, themselves, even when the central reserve bank may 
be helpless to accomplish the same thing. Reductions by busi- 
ness men in inventories, cuts in prices, quicker collections, a 
shortening of the terms of sale, the extending of credit less 
liberally will tend to hasten the decline in prices and reduce the 
amplitude of the cycle. It would reveal a very enlightened self- 
interest on the part of the business community if they would 
follow the policy outlined above, even though on the upward 
sweep their profits might be reduced somewhat, nevertheless it 
would mean reduced losses on the downward swing. 

The Crisis. Should a reserve bank, then, be unable to check 
the prosperity boom, should the general banker be possessed of 


184 See Mayne, p. 29. 

185 “Reeles Geschiift und Spekulation ist in Kritischen Zeiten schwer 
zu trennen, eine Grenze kaum zu finden, und eine Zurtickdimmung und 
Hinschrinkung der, letzteren ist absolut notwendig; lange zu priifen, 
welches Darlehen fur reelle, welches fiir Spekulationszwecke verlangt wird, 
ist weder die Zeit noch liberhaupt die Modglichkeit bei einer allege- 


meinen Kreditlosigkeit. und doch Kreditbediirftigkeit vorhanden.” Mayne 
pp. 29 and 30. 


186 §ee Dunbar, pp. 97-98. 
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sufficient funds +87 of his own to meet the demands of the busi- 
ness man for credit, it must husband and increase its resources, 
and bide its time until its services will be required at the time 
of the crisis whenever that. may be. The general banks can 
not continue to expand indefinitely. Sooner or later, a point 
will be reached when their reserves (in the form of deposit ac- 
counts with the reserve bank) are too small to support the grow- 
ing deposit liabilities and will have to be increased. This they 
may do by rediscounting directly or indirectly a part of their 
portfolio with the reserve bank at the Bank rate. When the 
general banks are forced to appeal to the reserve banks for 
funds, the Bank rate is said to be effective, and the market rates 
begin to tighten. The marginal producers, those who are unable to 
produce profitably at the higher rates of interest, or who are un- 
able to renew their loans for the former amounts, must either 
dispose of their products if they wish to meet their obligations 
or must fail.1°8 Prices begin to start on their downward course. 
The larger producers are now less concerned with production and 
pushing their sales, than in maintaining their solvency and pro- 
viding for their outstanding liabilities.15® To meet their liabil- 
ities they are forced to borrow heavily at their banks. ‘The 
failure (or prospect of failure) of firms that have borrowed heav- 
ily from banks induces fear on the part of many depositors that 
the banks will not be able to realize on these loans. Hence the 
banks fall under suspicion, and for this reason depositors demand 
cash.” 18° The general bankers then must increase their loans 
to their solvent, but temporarily embarrassed customers, at the 
very time that some of their depositors are withdrawing cash. 
The refusal of a note-issuing central reserve bank to extend credit 
freely at this time either in the form of notes or deposits, to the 
joint stock banks and in fact to the general public would cause 
the crisis to degenerate into a panic,—leading to a suspension of 
specie payments, a hoarding of money, a premium on currency 
and to the use of unlawful substitutes for cash. In his testimony 
before the Select Committee on Banks of Issue on July 22, 
1875, Walter Bagehot indicated the proper eourse a bank should 


follow during a crisis: 1°? 


187 See Dunbar, p. 98. 

188 Fisher, The Purchasing Power of Money, DP. 65. 

189 See Mitchell, Business Oycles, pp. 571-579. 

190 Wisher, The Purchasing Power of M oney, p. 65. 

191 Report from the Select Gomntittee.on \ Bank of Issue, 1875, ques- 


tions #8170, 8171 and 8172. / UNIVERSIT y \ 
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Q. I think I gathered from the general tenor of your evidence 
with reference to panics, that you thought that the proper course 
for the Bank of England to adopt in times of difficulty was to 
raise the rate of interest betimes to such an extent as to attract 


money from abroad, but not suddenly refuse the discount of good — 


bills? 

A. I think that the Bank of England ought to extend its dis- 
counts at the time of a panic as holding the ultimate reserve of 
the country; that whoever holds the ultimate reserve, whether it is 
in many banks or in one, must be prepared in times of extremity to 
lend freely. This is the only mode by which a panic can be allayed. 
Any restriction of accommodation at that moment only increases 
the panic and augments the amount of loans in advance which have 
to be given afterwards. 

Q. But you would agree, would you not, that in times of difficulty 
it is necessary, while exercising every possible liberality in the way 
of discounts, to ‘raise the rate to such an amount as would attract 
money from abroad? 

A. Quite,so. I think the higher the rate in reason at which the 
accommodation is. given the better. 

Q. You would raise the rate, but you would not refuse the ac- 
commodation? 


A. I would raise the rate, but I would not refuse the accommoda- 


tion. 


In summarizing the observations of this section, it must be 
“remembered that a central reserve bank is not omnipotent-—that 
it can not invariably and at will produce periods of prosperity 
and bring on depressions. The forces controlling cyclic 
fluctuations are so complex, interrelated and world-wide in their 
scope that it would be most superficial to feel that the central 
bank of a nation could by itself direct and control these forces. 


SEASONAL DRAINS AND THE BANK RATE 


The importance of maintaining a high Bank rate during a 
cyclic drain has been indicated. Should a reserve bank follow 
the same policy during a seasonal drain? As far back as 1858 
and 1859, the London Economist directed the attention of its 


. the policy of liberal loans though at high rates and the pay- 
ment of money or notes to all who for any reason whatever may de- 
mand cash are now everywhere recognized as the guiding principles 
of action in emergencies.” Dunbar, p. 100. 


y 
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readers to the seasonal fluctuations in the reserves, note issues 
and discount rates of the Bank of England,'*? though no attempt 
was made at that time to assign reasons for these periodic 
variations or to analyze them statistically. Ina masterly essay, 
read before the Statistical Society of London on Aprile 17, 
1866, Jevons showed that the Bank’s reserves were subjected to 
the greatest drain or pressure during the autumn,!®? particularly 
during the month of October, and presented. detailed tables of 
the average weekly variations of the reserves, circulation and 
deposits of the Bank for the period from 1845 to 1861 1% to 
substantiate his contention. Jevons attributed the autumnal 
pressure to the “absorption of money in buying up the product 
of the harvest,” the general quarterly payment of rents, bills 
and especially the payment of dividends.19® Mr. Palgrave ex- 
tended and elaborated upon the studies of Jevons. In_ his 
testimony before the Parliamentary Committee of 1875, he pre- 
sented very elaborate and detailed tables 1°° of the seasonal 
variations in the Bank and market rates of interest, in the 
circulation of Bank notes in England, and in the liabilities and 
reserves of the Bank of England. His results are summarized 
in the charts on the following page. 

The seasonal variations (with such cyclical and secular ten- 
dencies as exist removed) in the Bank and market rates of dis- 
count, the reserves and notes of the Bank for the years preceding 
the Great War are represented in the graph on page 91.1°" 

_ In analyzing the charts, it will be noted how closely (in spite 
of the difference in method of computation) the seasonal varia- 
tions within recent years correspond to those during the middle 


192 See Giffen, p. 58, and Jevons, pp. 162 and 164.’ See also Report 
from the Select Committee on Bank Acts (1857). Appendix, p. 2, re- 
marks of T. M. Weguelin, Governor of the Bank of Hngland. 

193 See Jevons, pp. 160-163. 

194 Thid., p. 188. 

195 [bid., p. 172. 

196 Report from the Select Committee on Banks of Issue, 1875, pp. 
506, 525, 527 and 529. 

197 Sources: 

Bank and Market Rates, 
1899-1913—Financial Review. 
Bank notes, 
1899-1901—London Hconomist. 
1902-1913—Financial Review. 
Reserves, 

1899-1913—London Hconomist. 
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of the past century. During January the reserve reaches its 
lowest point,!®* the circulation is apt to be at a maximum either 
during August or October, and the discount rate a maximum 
during either November or December.!2® The periodic increase 
in the Scotch note circulation,?°° the increased business activity 
of the Fall months, the demands of the domestic harvest, the 
payment of dividends, the imports of cotton and the grains from 
America largely account for the Autumnal pressure.”°* ‘The 
slight pressure which the Bank is subjected to in April‘ may be 
accounted for by the increase in the Scotch note circulation 
which regularly takes place then, the demands of the agricultural- 
ists, and the “opening up of those sources of importation which 
have been locked up by the severity of the winter.” *°° 

Seasonal Variations in Germany and France. The sea- 
sonal variations in the notes issued by the Reichsbank are of 
course (by reason of their greater elasticity) much more ac- 
centuated than «in the case of the notes of the Bank of England. 
The notes of the Reichsbank exhibit four upward movements 
during the year.2°? After the needs of the Christmas trade and 
the first of the year settlements have been satisfied, they contract 
rapidly reaching the lowest point of the year during the first part 
of March. 


198 See Palgrave, Bank Rate and the Money Market, p. 88. ‘ 
199 The practice has seemed to be to raise the Bank rate after th 
reserve has fallen and not before, so that November. which follows a 
month with a low reserve has the highest rate of discount. See Gif- 
fen, p. 65. 
200 See Palgrave, Bank Rate and the Money Market, p. 107. 
201 See A. H. Gibson, Bank Rate—the Bankers’ Vade Mecum, p. 19. 
202 Palgrave, Bank Rate and the Money Market, p. 107. 
203 See Landmann, pp. 127-1380. 
Sources: 
Note cireulation—The London Economist. 
Bank and market rates, 
1899-1903—Statistiches Jahrbuch fiir das Deutsche Reich, 1904, 


pp. 188, 188. 

1904-1905—Statistiches Jahrbuch fiir das Deutsche Reich, 1906, 
p. 220. . 

1906-1908—Statistiches Jahrbuch fiir das Deutsche Reich, 1909, 
p. 264. 

1909-1911—Statistiches Jahrbuch fiir das Deutsche Reich, 1912 
p. 284. * 


1912-1913'Statistiches Jahrbuch fiir das Deutsche Reich, 1916, 
p. 55 and The Financial Review.. 
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By reason of the Spring agricultural needs, the demand for funds 
for dividend payments and for use in business, which is undergo- 
ing a revival after the dull months of February and March, the 
notes increase for the first time during the latter part of 
March and the first part of April. During May and June the 
notes contract, but expand for the second time to meet the 
dividend payments falling due July 1. The agricultural de- 
mands of the harvest season cause the notes to expand a third 
time during September, reaching the highest pomt of the year 
in October. The notes subsequently contract and expand a 
fourth time to meet the requirements of the holiday trade. The 
Bank rate stiffens up considerably in the Fall—in fact, it is 
quite customary for the Bank rate to be raised in October, and 
lowered again in February. 

The seasonal variations in the notes issued by the Bank of 
France are quite similar to (as the same underlying forces are 
operative), but much less pronounced than the periodic fluctu- 
ations in the German circulation. The French Bank rate exhibits 
only a very slight tendency toward seasonal movements.”°* The 
market rate is much more flexible, following more closely the de- 
mands for money and capital as it rises and falls. 

Discount Policy During Seasonal Drains. What should the 
discount policy of central reserve banks be during seasonal de- 
mands for money? Should the Bank rate be raised as the 
reserve percentage declines? Assuming that the demand for 
funds is purely seasonal in its nature, and one which can be met 
by an increase in the quantity of Bank notes or deposits, the 
elevation of the Bank rate seems both unnecessary and unwise.”°° 
Unnecessary, for once the seasonal needs have been met, the notes 


204 Sources: 
Bank and market rates, 
1899-1901—The London Hcononvist. 
1902-1913—The Financial Review. 
Note circulation—The London Hconomist. 

205 In speaking of the fact that. the yearly maximum and minimum 
circulation of the Reichsbank differ at times by as much as £10,000,000, 
Mr. Weill (p. 355) states, “This enormous demand may be satisfied with- 
out resorting to any measure of restriction, for the amount of circula- 
tion issued for such purposes customarily flows back to the central 
institution within a comparatively short time.’ See also Landmann, 
p. 186. The Reichsbank ordinarily raises its rate during the Fall, but 
this is not done with the purpose of restricting the seasonal demand 
but with the object of checking the foreign drain which occurs then. 
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will contract and the reserve percentage should automatically rise 
to its former level. Unwise, for the elevation of the Bank rate 
increases producers’ costs, particularly those of the agricultural 
classes, and wipes out the profits of marginal entrepreneurs. A 
reserve bank, however, often has to meet a heavy foreign drain of 
specie or has to check domestic speculation at the same time that 
it is being pressed for accommodation to satisfy seasonal needs. 
The bank may feel warranted in raising its rate under such cir- 
cumstances, but the elevation of the Bank rate should be the 
result not of the seasonal pressure, but of the foreign drain or 
of the domestic speculative tendencies, which happen to occur at 
the time of a seasonal drain. 


CONCLUSIONS 


The value of any historical study lies in the light it can shed 
on the problems confronting modern society, in indicating the 
course present génerations should follow and in warning us of the 
mistakes of the past. For society to err once through ignorance 
is no crime; the human race advances through trial and error; 
but it is wrong for society or for the leaders of society to repeat 
the same mistake and so bring suffering to the many. The 
Federal Reserve System, a mere infant as measured in years 
among the central reserve banks of the world, may learn much 
from the experience of European central banks. The principles 
which they discovered to be fallacious and the doctrines which 
they found to be erroneous can be avoided. We are the heirs 
of a vast stock of knowledge, open to all who will but come and 
read, and which should be applied in the solution of our own 
problems. The majority of the problems confronting the Federal 
Reserve Banks are not new—the European banks have met with 
them time and time again. In dealing with these problems the 
European central banks at times erred but later as their knowl- 
edge of the administration of the Bank rate grew they were 
more successful. The Federal Reserve Banks should profit by 
these experiences, should avoid the same errors, should follow 
the principles proved by long years of application to be sound. 
Some of the more important lessons to be learned from the 


experiences of the European central reserve banks are the 
following: 


1) That laws limiting the legal rate of interest a central reserve 
bank may charge, destroy its efficiency as the protector of the gold 
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stock of a nation and as the regulator of the foreign exchanges 
and have invariably had to be repealed. 

2) That while the percentage of reserves at a central bank may 
be the chief factor causing changes in the Bank rate, it should not 
be the sole determinant. Other factors such as domestic infla- 
tionary and speculative tendencies, the foreign exchanges, eeoriomie 
and political conditions in other countries should receive equal 
consideration. 

3) That the Bank rate should rule above the market rates of in- 
terest on similar types of commercial paper is a principle of 
cardinal importance. 

4) That the commercial paper a central reserve bank is called 
upon to discount should be short-time, self-liquidating paper and 
represent a bona-fide commercial transaction. 

5) That discriminatory rates of interest, higher than the Bank 
rate, should be imposed on advances made on bonds and stocks 
as collateral, advances which only too often are used for fixed 
capital or speculative purposes. 

6) That the Bank rate cannot be effective unless the credit of the 
nation and of.the central bank be sound, unless there exists a well 
developed discount market, which will not develop unless the 
nation in question has achieved importance as a short-term inter- 
national creditor, and unless a rise in the Bank rate is followed 
by rises in the market rates of interest. 

7) That a central bank should be possessed of a portfolio of the 
best bills of exchange or of a relatively small amount of the most 
desirable forms of short-term government indebtedness to use, as 
the occasion may warrant, in mopping up the surplus funds from 


the market when it becomes necessary to do this in order to control ~— 


the market rates of interest. 

8) That it is inadvisable for the Bank rate to be the same in every 
section of a large country, with varied and diversified resources, 
that in some sections the Bank rate should rule at a higher figure 
than in others. This fact has led some of the European banks to 
adopt a private rate of discount, which has been abandoned in a 
few cases by reason of political pressure. 

9) That such expedients for preventing foreign drains and for 
encouraging imports of gold as the gold premium policies, interest- 
free advances on imports, the redemption of notes in light weight 
coins or solely at the head office of the central bank, or the use 
of “moral” pressure, or in short the putting of any impediments in 
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the way of the free operation of the gold standard are unwise 
and unsound, 

10) That the acquisition of a portfolio of foreign bills drawn on 
gold standard nations is the only method for the rectification of the 
exchanges, aside from credit contractions, which should be employed 
by a central reserve bank. 

11) That a stable rate of discount is of the greatest value and 
importance to a nation, and that the official rate of discount should 
not be raised or lowered needlessly but only when economic con- 
ditions dictate it. ; 

12) That a central reserve bank should do all it can to reduce 
the amplitude in business cycles—that the Bank rate should be 
raised, no matter at what figure the reserve stands, when the ex- 
panding volume of credit fails to call forth a compensating in- 
crease in production, and when speculation and inflation begin to 
take place. 

13) That a central reserve bank should discount liberally but at a 
high rate during a crisis itself. 

14) That the raising of the discount rate during purely seasonal 
drains is unwise and unnecessary. 

15) That the administration of the discount policy and of every 
phase of the activity of central reserve banks should be in the 
hands of trained experts uninfluenced by the demands of any one. 
class or. party in the nation—that the directors should always out- 
line their policies with but one thought—the common good of all— 
in mind. 


CHAPTER III 


THE ORIGINS OF CREDIT CONTROL IN THE 
UNITED STATES 


The Idea of Credit Control Non-Existent in America. 
Prior to the passage of the Federal Reserve Act the concept of the 
Bank rate as an instrument of credit control did not exist in 
America, though European central bankers were aware of its 
‘use as early as the crisis of 1857. On this side of the Atlantic, 
however, the principles governing the inter-relations of the Bank 
rate, credit expansion, prices, the foreign exchanges, gold move- 
ments, and cyclic fluctuations were unknown to the great majority 
of the banking community. The acts chartering the First and 
Second Banks of the United States, by limiting the rate of 
interest which might be charged on loans and discounts to 
6% per annum,’ immediately crippled the Bank rate as an 
instrument of credit control, even had the directors of these 
institutions been fully aware of its power. ; 

The Diffused Character of the American Banking System 
Prevented any Pretense at Credit Control. From the dissolu- 
tion of the Second Bank in 1836 to the passage of the National 
Banking Act in 1863, banks were chartered entirely by state: 
law. All, subject to certain limitations, possessed the right of 
issuing notes. Such reserves as they maintained against note 
and deposit liabilities were kept either in the form of cash in 
their own vaults or as a deposit account with banks in important 
centers. Some of these banks confined their business to one 
locality; others, with branches, operated throughout an entire 
state. United or concerted action among them, regarding the 
amount of credit to be extended or the industries to be favored, 


1See Dewey, The Second United States Bank, p. 167. As a result 
of charging the same rate of interest in all parts of the country, the 
applications for accommodation in the less developed sections were quite 
~ heavy—in sections where 6% was relatively a low rate of interest. 

For a very comprehensive treatment of the history of banking re- 
form in the United States, see Willis, The Federal Reserve System, 


Books I and II. 
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regarding the control of the foreign exchanges or the preven- 
tion of domestic inflation was an unheard of thing. Credit was 
freely extended during periods of prosperity, cyclic fluctuations 
were greatly exaggerated. At the time of the crisis, it was 
quite the customary thing to suspend specie payments. 

The National Banking Act recognized the diffused character 
of the American banking system and continued it. The act 
was passed originally by Congress on February 25, 1863, but 
in accordance with the recommendations of Mr. Hugh McCulloch, 
the first Comptroller of the Currency, it was completely revised 
and passed again on June 3, 1864. By 1913, 7431 of the 
22,958 independent and presumably competitive banks, which con- 
stituted the American banking system, existed by virtue of 
national charter.. Their deposits amounted to 84% of the com-. 
bined deposits of state banks and trust companies. They were 
the largest single set of institutions under one jurisdiction. They 
were “the heart and core of the financial system of the country.” ? 
Though all but one* carried the word “National” in its title, 
they were national only in name. Branches, except under certain 
circumstances, were forbidden, and each served a single locality. 
The national banking system was not a system of banking in 
the sense that the 7431 members codperated with and aided one 
another. Such codperation as did exist among them resulted 
solely from clearing house memberships or from correspondent 
relations and not from national incorporation. Despite its 
improvement over the preceding state banking systems, it was 
a dismal failure and was stigmatized by Andrew Carnegie be- 
fore the Economic Club of New York, on February 25, 1908, 
as the “worst banking system in the civilized world.’ + The dif- 
fused character of the National Banking System, the lack of any 
but local codperation among the members, and the scattered 
nature of the reserves prevented any pretense at credit control.® 


2Laughlin, Banking Reform, p. 10. 

8The Bank of North America, in Philadelphia, Pa. 

#For good statements of the defects in the national banking system 
see the Aldrich Report, Congressional Record, Vol. 48. p. 744; Kem- 
merer, The A B CO of the Federal Reserve System; Laughlin, Banking 
Reform; Scott, Banking Reform; Sprague, Banking Reform in the 
United States; and the Report of the Monetary Commission of the In- 
dianapolis Convention. 

5In introducing the Federal Reserve Act in the House, Carter Glass 
said of the national banking system: “While we may boast that. no 
note holder has ever lost a dollar, and that the losses of the deposi- 
tors constitute an inconsiderable percentage of the total liabilities of 
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Cyclic fluctuations were consequently greatly sharpened and in- 
tensified. On the upward swing of the cycle, always a time 
when business men over-capitalize future earnings, credit was 
freely extended. No check was placed on the expansion. The 
boom periods regularly terminated in severe crises, which as 
regularly degenerated into panics, followed by prolonged and 
severe depressions. The asperities of cyclic fluctuations were 
much more severe in America than in England, France or Ger- 
many, where some degree of control was exercised by the central 
banks over credit extensions. 

Efforts at Reform. It was not until the panic of 1893,° the 
first serious crisis in America since the resumption of cash pay- 
ments in 1879, that the defects in the national banking system 
were so magnified as to attract general attention.? The members 
of the American Bankers Association were among the first to 
sponsor a definite plan of reform. At a meeting held in Balti- 
more, on October 10 and 11, 1894, the Association endorsed 
a plan, prepared by members of the Baltimore Clearing 
House, which was known thereafter as the Baltimore Plan.® 


the banks, nevertheless, the failure of the system in acute exigencies 
has caused wide spread business demoralization and almost, universal 
distress. Five times within the last thirty years financial catastrophe 
has overtaken the country under this system; and it would be diffi- 
cult to compute the enormous losses sustained by all classes of society— 
by the banks immediately involved; by the merchants whose credits 
were curtailed; by the industries whose shops were closed; by the rail- 
roads whose cars were stopped; by the farmers whose crops rotted in 
the fields; by the laborer who was deprived of his wage. The system 
literally has no reserve force. The currency based upon the Nation’s 
debt is absolutely irresponsive to the Nation’s business needs. The lack 
of co-operation and co-ordination among the more than 7,300 national 
banks produces a curtailment of facilities at all periods of exceptional 
demands for credit. This peculiar defect renders disaster inevitable.” 
Congressional Record, Vol. 50, p. 4642. 

6 For a good account of the crisis of 1893, see Sprague, History of 
Crises under the National Banking System, Chapter IV. : 

~’ The reasons for the failure to take cognizance of the defects in the 
national banking system prior to 1893 were twofold; in the first place, the 
system had proved itself, generally speaking, so much better adapted to 
the needs of the country, so much safer than and superior to the systems of 
banking which had preceded it, that few persons were disposed to attack 
it seriously ; and secondly, questions of a monetary nature such as Green- 
backism and Bimetalism had engrossed the attention of the public to the 
exclusion of purely banking problems. See Willis, The Federal Reserve, 
pp. 25-27. 

8 See Proceedings of the Twentieth Annual Convention of the Amer- 
ican Bankers Association, pp. 69-77. Mr. Charles C, Homer, President of 
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Though this plan undoubtedly would have provided America with 
an elasti¢ currency, it took no cognizance of the need for reserve 
holding agencies, of institutions whose bank rate could function 
as do the Bank rates in Europe, or of the need for a discount 
market. In his annual report on the State of the Finances for 
1894, Secretary of the Treasury J. G. Carlisle submitted the 
outlines of a plan of currency reform which, in his opinion, would 
“secure within a reasonable time a safe and elastic currency and 
would result ultimately in the permanent retirement of United 
States legal-tender notes of both classes.” ® But this plan too 
had as its main objective the reform of the currency and not a 
thorough renovation of the banking system. Indeed the gradual 
elimination of the United States notes, the circulation and reis- 
sue of which Secretary Carlisle felt was a constant menace to the 
gold reserve and seriously embarrassed the administration of the 
finances, was the real motive inspiring the plan. 

The Plan of the Indianapolis Monetary Commission. The 
most notable movement through this period toward a solution of 
the defects in the American banking system was that made by the 
Indianapolis Monetary Commission.!° A bill embodying the pro- 
posals of the Commission was introduced by Representative Jesse 
Overstreet in the Fifty-Fifth Congress, Second Session, on Janu- 
ary 6, 1898. It is'quite probable that this bill would have pro- 
voked constructive action on the part of Congress had not the 
Spanish-American war intervened.11_ While the plan of the Com- 
mission was quite superior to the proposals endorsed by the Amer- 
ican Bankers Association or to those made by Secretary Carlisle, 


the Second National Bank of Baltimore, laid the plan before the Con- 
vention. Its acceptance was moved by A. Barton Hepburn. The details 
of the Baltimore plan are given in the Appendix. 

® Annual Report of the Secretary of the Treasury on the State of the 
Finances for the year 1894, pp. xxv and Ixxvi. The details of Carlisle’s 
plan are given in the Appendix. i 

10 See Report of the Monetary Commission of the Indianapolis Con- 
vention. The University of Chicago Press, 1898. In listing the defects 
of the American banking system the Commission emphasized the inelas- 
ticity of the national bank note, the inequality of interest rates in va- 
rious sections of the country and the vast amount of government credit 
currency in circulation without adequate provision for its redemption. 
See Report, pp. 28 and 29. The details of the proposals of the Commission 
may be found in the Appendix. 

11 The Gold Standard Act of 1900 did embody some of the minor recom- 
mendations of the Indianapolis Monetary Commission, but in its failure to 


provide America with an elastic currency it cannot be said to be a con- 
structive piece of legislation. 
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it failed, as did they, in providing for any agency or means of 
eredit control. Though it would have provided America with a 
safe and elastic currency, it did not present a solution of the other 
and equally pressing defects in the national banking system, 
such as the immobility, rigidity and scattered nature of the 
reserves, the lack of a discount market and of a central control 
over bank rates. Emphasis was laid on the need for an elastic 
currency practically to the exclusion of all other needs, 

Fowler’s Proposals. In 1901 the Hon. Charles N. Fowler, 
a Representative from New Jersey, became Chairman of the 
Banking and Currency Committee of the House. As he was an 
ardent advocate of banking and currency reform, many enter- 
tained optimistic hopes that improvements would speedily occur. 
Though the Committee under his leadership was one of the most 
active in the lower House and though a series of reform measures 
was introduced in Congress,’” not one of them was granted the 
courtesy of a debate nor received the slightest consideration 
from the party in power. The indifference of the Republican 
party toward banking reform at that time may be attributed 
to the hostile predisposition of its leaders, and especially to the 
antipathy of Senator Aldrich, Chairman of the Senate Finance 
Committee. 

The Aldrich-Vreeland Act. The experiences of the panic 
of 1907 finally awakened the country to the need of banking 
reform. No longer was it an academic question; it had become 
of the greatest practical importance to all. The insistence of 
the public that Congress bestir itself and enact measures which 
would prevent the recurrence of such a disgraceful financial 
episode, spurred the members to action and a plethora of bills 


12'The following measures were introduced by Rep. Fowler before the 
panic of 1907: 
1. H. R., 10,289, 55th Congress, 2nd Session. 
Introduced June 15, 1898, House Report, No. 1575. 
2. H. R., 13,363, 57th Congress, 1st. Session. 
Introduced April 5, 1902, House Report, No. 1425. 
3. H. R., 4831, 58th Congress, 2nd Session. 
. Introduced April 11, 1904. House Report, No. 2349. 
4. H. R., 23,017, 59th Congress, 2nd Session. 
Introduced Dec. 20, 1906. House Report, No. 5629. This bill was 
substantially that advocated by the American Bankers Association 
in 1906. 
Many other plans of reform were proposed through this period; among 
them was one proposed by Maurice L. Miihleman and one by the New 
York Chamber of Commerce. See Miihleman, Monetary and Banking Sys- 


tems, p. 206. 
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was introduced.!® Representative Fowler and Senator Aldrich, 
chairmen of the two committees of Congress having to do with 
banking measures, set to work immediately to prepare bills, which, 
after receiving the endorsement of their respective committees, 
were introduced in Congress during January of 1908. The con- 
tinuation and enlargement of our bond-secured bank note circu- 
lation was proposed in the Aldrich Bill, which contemplated the | 
“coinage” of other than United States bonds into an “emergency 
currency.” 7* This bill passed the United States Senate on 
March 27, 1908. In his measure, Representative Fowler sought to 
eliminate the bond-secured note and substitute an asset currency 
capable of responding to seasonal and cyclic demands for money. 
Though the Fowler Bill had been endorsed by the House Com- 
mittee on Banking and Currency, it was not favorably regarded 
by the party leaders of the House.1® The matter of banking 
reform was consequently taken from the hands of the House 
Committee and at party caucuses a bill was prepared and adopted 
which was better suited to the wishes of the organization. This 
measure, known as the Vreeland Bill, provided for the issuance 
of an “emergency currency” on bonds and commercial paper.'® 


18 President Roosevelt, in response to public demand, urged provision for 
emergency currency and financial reform in his message to Congress on 
December 3, 1907 and later in his special messages of March 25 and April 
27, 1908. ; 

14In a speech delivered before the Senate on February 10, 1908, Sen- 
ator Aldrich claimed that one advantage of his plan would be to “give 
a better standing to railroad securities,” and that whateyer the govern- 
ment could do to achieve this “within the limits of absolute safety and 
without any cost to itself’ should be done. The danger involved in adopt- 
ing the policy of coining securities into bank notes to raise their value on 
the exchanges is apparent. 

The Aldrich Plan aroused intense opposition on the part of the thinking 
public; among those who actively opposed the bill were Victor Morawitz, 
Horace White, James B. Forgan, A. Barton Hepburn, and Charles §. 
Hamlin. In addition numerous organizations disapproved of the measure, 
including the National Association of Credit Men (See Congressional 
Record, Vol. 42, pp. 5484-5435). 

1 See Willis, The Banking Question in Congress, pp. 874-875. Repre- 
sentative Fowler’s bill received quite general support from bankers and 
economists. Andrew Carnegie, Lyman J. Gage and Horace White were 
among its active proponents. 

16 The fluctuating part of the currency of a nation should be related to 
such business operations as the marketing of goods and the production of 
consumable commodities. As these operations give rise to commercial 
paper, which fluctuates as business increases or declines, the elastic part 
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Representative Fowler bitterly assailed the makeshift character of 
this substitute for his own measure, attacking its failure to provide 
adequately for the redemption of the notes issued and its seeming 
partiality to the financial centers.17 On May 14, 1908, the 
Vreeland Bill passed the House, the Republican members voting 
in accordance with their leaders’ orders. Conference Committees 
were appointed to unify and harmonize these two measures, with 
the Aldrich-Vreeland Act appearing as the product of their 
labors. This became a law on the 30th of May. Generally 
speaking, the final measure, in emphasizing the bond-secured note 
and in limiting the amount of notes that might be issued on com- 
mercial paper, resembled the Aldrich Bill more closely than it 
did the Vreeland. The Aldrich-Vreeland Act was based on utterly 
erroneous banking principles and theory, as any act must be 
which provides for the issuance of an “emergency currency.” 
What the country needed “was not a make-shift legislative de- 
formity, designed to help out a desperate situation, but a careful 
revision and a wise reformation of the entire banking and cur- 
rency system of the United States whereby panics may be pre- 
vented, or, if not prevented, under which their violence may be 
diminished and the evils consequently greatly abated.” 1% The 
authors failed to see the necessity for centralizing the reserves 
of the country, for establishing agencies of credit control, or, 
in short, the need for a thorough renovation of the banking 
system. Instead they naively provided for the issuance of an 


‘of the currency should be based on commercial paper which itself is 
elastic, expanding as business increases. See testimony of Professor 
Sprague, Senate Document, No. 232, 63rd Congress, Ist Session, p. 514. 

1% Congressional Record, Vol. 42, pp. 6269-6270. 

isFrom a speech by Carter Glass in the House, Congressional 
Record, Vol. 42, p. 7069. The Aldrich-Vreeland Act remained on the statute 
books for more than six years before a dollar of ‘emergency currency” was 
issued. Though periods of stringency occurred from time to time, the 
rates of interest exacted were regarded as so onerous that banks were 
unwilling to ask for currency. Not until the Fall of 1914, when a very 
acute crisis was precipitated by the outbreak of the war in Europe, were 
bank notes issued under the provisions of the Act. The total amount of 
emergency currency issued then came to $382,502,645. The first issue was 
made on August 4, 1914 and the last on February 12, 1915. The “emer- 
gency currency” was issued to 1361 banks in forty-one states. By May 1, 
1915, practically the whole amount had been retired and Federal Reserve 
notes substituted.. See Annual Report of the Comptroller of the Currency, 
December 6, 1915, Vol. 1, pp. 4445; and Dodge, The Aldrich-Vreeland 


Emergency Ourrency. 
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“emergency currency” as a panacea for all the economic ills 
which had affected American life.” | 

The National Monetary Commission created by sections 17, 
18 and 19 of the Aldrich-Vreeland Act was organized immediately 
with Senator Aldrich as chairman, Representative Vreeland as vice- 
chairman, and with A, Piatt Andrew as special assistant.°° The 
Commission continued its labors until March, 1912, when it was 
dissolved by an act of Congress passed the preceding August. Be- 
fore its dissolution, it prepared a plan of reform, known as the 
Aldrich Plan,” which was introduced into Congress by Senator 
Burton 7? on January 8, 1912, and referred to the Senate Finance 
Committee. The Aldrich Plan was never debated in either House, 
as the Democratic victories in 1910 had dislodged the Republican 
machine from the control of the House and seriously impaired 
its efficiency in the Senate. Distrusting Senator Aldrich and 
suspecting him of being sympathetic towards the “money trust,” 
the Democratic leaders were unwilling to adopt and sponsor his 
proposals for banking reform. 


19 The details of the Fowler, Vreeland and Aldrich Bills and Aldrich- 
Vreeland Act are given in the Appendix. 

20 For an account of the work of the National Monetary Commission, see 
Weston, The Studies of the National Monetary Commission. In addition 
to the proposals of the National Monetary Commission, a host of other 
reform measures were suggested after the panic of 1907 by various per- 
sons, including Charles N. Fowler, Maurice L. Miihleman, O. M. W. 
Sprague and Paul M. Warburg. The reform measures proposed after 
the panic of 1907 took cognizance of the importance of providing for 
an elastic deposit currency and did not lay sole emphasis upon elastic 
note-issue provisions as did the proposals advocated through the decade 
from 1890 to 1900. 

21'The Aldrich Plan may be found in the Congressional Record, Vol. 48, 
Part I, pp. 744-752. According to A. Piatt Andrew, the one great con- 
tribution of the National Monetary Commission lay in its emphasis of the 
fact that it was credit, not- merely in the form of note circulation, but 
primarily in the form of deposits, that must be made flexible and re- 
sponsive to business needs. See, The Essential and the Unessential in 
Currency Legislation, by A. Piatt Andrew, p. 2. While this represents 
the point of view of Mr. Andrew it must be remembered that the Aldrich 
Plan was not the first to emphasize this point. In some of the other 
plans the need for an elastic deposit currency was stressed. 

The Aldrich Plan was endorsed by President Taft in a message to Con- 
gress dated December 21, 1911. See, Congressional Record, Vol. 48, p. 
587; and as well by his Secretary of the Treasury, Franklin McVeagh. 
- See Report on the State of the Finances, 1911, p. 2. ; 

22'The Aldrich Plan was discussed in the House of Representatives by 
HE. B. Vreeland, on February 6, 1912, while the House 
Army Appropriation Bill under consideration, 
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was having an 
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The Aldrich Plan. The Aldrich Plan proposed the creation 
and establishment for a period of fifty years of the National 
Reserve Association of the United States, with its head office in 
Washington and with fifteen branches in as many districts in the 
United States. All national banks and those state banks and 
trust companies which complied with certain requirements were 
to be eligible for membership. No bank was required to become 
a member. The capital stock of the Reserve Association was to 
be owned by the member banks, each subscribing for an amount 
equal to 20% of its paid-in and unimpaired capital, one-half of 
which was to be paid in immediately and one-half subject to call. 
When the paid-in capital of the National Reserve Association 
equaled $100,000,000, it was to begin operations. The sub- 
scribing banks within each of the fifteen districts were to be 
grouped into local associations of not less than ten banks, with 
an aggregate capital and surplus of not less than $5,000,000. 
Each local association was to have a board of directors chosen 
entirely by the member banks. The board of directors of each of 
the fifteen branches was to consist of not less than 12 members, 
five-sixths of whom were to be chosen by the local associations 
and one-sixth by the board itself. There were to be forty-six 
members on the board of directors of the National Reserve Asso- 
ciation, thirty-nine to be chosen by the branches and_ seven 
others, including the Governor and two Deputy-Governors, the 
Secretaries of the Treasury, Agriculture, Commerce and Labor, 
and the Comptroller of the Currency. The thirty-nine members 
chosen by the branches were to serve for terms of three years 
each, one-third retiring every year. The Governor of the Na- 
tional Reserve Association, serving for a term of ten years, 
was to be selected by the President of the United States, from 
a list of three names submitted to him by the Board; while the 
two Deputy-Governors, serving for.terms of seven years each, 
were to be chosen directly by the Board itself. The National 
Reserve Association was given the power of discounting eligible 
paper for, and of making Lombard loans to, subscribing banks, 
of investing in United States bonds, of dealing in gold coin and 
~-bullion, of fixing rates of discount, of issuing bank notes, of 
holding the reserves of those member banks which so willed it, 
and of establishing foreign agencies.”* 


23 A number opposed the Aldrich Plan on the ground that the National 
Reserve Association would be too largely under the domination of 
bankers and that the public’s interest would not be adequately represented. 
See Kemmerer, Some Public Aspects of the Aldrich Plan of Banking 
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The Glass Bill. Anticipating a victory in the Fall of 1912, 
the Democratic leaders in Congress felt that an early investiga- 
tion of banking and currency conditions in the United States 
would be desirable as a basis for formulating corrective measures. 
The Banking and Currency Committee of the House was directed 
to make such a study by a resolution passed on the 24th of 
February, 1912.24 The Committee was authorized to sit as a 
whole or by sub-committee, during the sessions of the House or 
during the recess, and was empowered to send for persons and 
papers, to administer oaths, and to employ expert assistance. 
By an amendment passed on April 25, the Committee was fur- 
ther instructed to investigate the degree of financial concentra- 
tion in America and into the possible existence of a “money 
brust,’ 442 

To facilitate these investigations, the Banking and Currency 
Committee was divided into two sections ; the one, under the direc- 
tion of Carter Glass, was to recommend legislation designed to 
reform the American banking system, and the other, under the 
direction of Mr, Pujo, was to propose means: of curbing the 
power of the “money trust.” The former began its active work 
during the first part of April, engaging H. Parker Willis, then 
Dean of the College of Political Science at George Washington 
University, as expert adviser.2* A survey was first made of all 
the reformative legislation which had been proposed since the 
crisis of 1893.°7 After a series of discussions the Committee 
reached the conclusion that a central bank was not suitable to 
Reform; and Scott, The Administration and Control of the Proposed 
Central Reserve Association. The American Bankers Association at its 
convention in New Orleans approved of the Aldrich Plan, and it was also 
favorably regarded by the National Citizens League. (See Commercial 


and Financial Chronicle, Bankers’ Convention Section, December 2, 1911, 
p. 194; and Laughlin, Banking Reform.) 

A good bibliography of the articles appearing on the Aldrich Plan 
may be found in, Selected Articles on a Central Bank of the United States, 
Debators* Handbook Series. Minneapolis; H. W. Wilson Co., 1910. 

24This resolution (H. Res. 429) was introduced by Representative 
Henry of Texas. See Congressional Record, Vol. 48, pp. 2382-2419, 

25 The amendment was also introduced by Representative Henry. (H. 
Res. 504). See Congressional Record, Vol. 48, pp. 5836-5346. 

26 See Senate Document No. 232, 63rd Congress, 1st Session, p. 301-4. 
Dr. Willis has never been given due credit for his work in connection with 
the Federal Reserve Act, for it was he who did the major part of the 
work in drafting the bill. Many others have assumed or been given credit 
for doing this, whereas it was Dr. Willis who advised the Committee in 
all that it did and who was the genius of the act. 

27 Willis, The Federal Reserve Act in Congress, p. 37. 
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American conditions and that a district type of organization, in 
which the banks of the country should participate, was to be 
preferred.** With this general idea in mind a bill was drafted 
during the Summer and the early part of the Fall of 1912. On 
December 26, the substance of the proposed measure was out- 
lined to President-elect Wilson at his home in Princeton, New 
Jersey.°® He expressed it as his belief that the proposed bill 
should provide for the complete reform of the American banking 
system and for a permanent type of banking organization under 
a central control but organized as local units. While it was 
thought best not to make public the draft of the bill until the 
new administration came into power, it was decided to hold 
public hearings at which the opinion of qualified witnesses could 
be secured on the principal lines of thought on which the com- 
mittee had been working. 

The sub-committee of the House Committee on Banking and 
Currency began its public hearings on January 7, 1913, which 
continued until the 28th of February.*° The witnesses were in- 
formed that the platform of the Democratic party adopted at 
Baltimore in July, 1912, precluded the Committee from consider- 
ing the establishment of a central bank or of such a reserve asso- 
ciation as was proposed by Senator Aldrich.*! In case the wit- 
nesses were convinced that the Aldrich Plan was the very best 
which had been suggested, they were informed that the Com- 
mittee would be desirous of receiving their opinion as to the next 
best plan. 

‘A large number of bankers, economists and representatives of 
commercial and agricultural interests testified, including among 
others A. Barton Hepburn, Victor Morawitz, Paul M. Warburg, 
Prof. J. Laurence Laughlin, the Hon. Charles N. Fowler, Sir 
Edmund Walker and Prof. Royal Meeker. The witnesses were 


28 Willis, The Federal Reserve Act in Congress, p. 37. 

29 Tbid., p. 38. 

30 Hearings before the sub-committee of the Committee on Banking and 
Ourrency in 13 parts. Washington; Government Printing Office, 1913. 

31'The plank in the platform condemning the Aldrich Plan read as fol- 
lows :— 

We oppose the so-called Aldrich Bill or the establishment of a central 
bank, and we believe the people of the country will be largely freed from 
panics and consequent unemployment and business depression by such 
a systematic revision of our banking laws, as will render temporary relief 
in localities where such relief is needed, with protection from control or 
dominion by. what is known as the Money Trust. 

Senate Report 133, 63rd Congress, Ist Session, part 2, p. 106. 
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questioned particularly as to the probable success of a regional 
plan for the organization of reserve banks, the desirability of 
guaranteeing bank deposits, the question of the issuance of 
currency directly by the government, the manner in which the 
proposed institution should be controlled, etc. At the close of 
the hearings the bill was revamped and presented to President 
Wilson for his general approval. This bill (H. R. 6454) was 
introduced in the House on June 26, 1918, and was referred to 
the newly appointed committee on Banking and Currency. 
After being changed in some one hundred and sixty-four particu- 
lars °? it was again introduced in the House (H. R. 7837) on 
August 24, endorsed by the Committee on Banking and Cur- 
rency,’* and passed by the Democratic caucus with only nine 
adverse votes.** At this point an attempt made by Secretary 
McAdoo to substitute for the Glass Bill a plan of his own by which 
the Treasury would have gone more or less extensively into the 
banking business failed. President Wilson declined to support 
McAdoo’s proposals, holding to his original decision to support 
the bill endorsed by the Committee. On September 9, the House 
began its consideration of the Glass Bill, which, after a short 
desultory debate, passed on the 18th of the same month.®5 

The Glass Bill Not a Copy of the Aldrich Plan. It 
is a wide-spread and yet absolutely fallacious belief, that the 
plan for the Federal Reserve System as introduced by Representa- 
tive Glass in the House was a mere plagiarism of the Aldrich Plan. 


82 See Congressional Record, Vol. 51, p. 169. 2 

The changes made by the Committee included the establishment of the 
Federai Advisory Council to appease the banking interests, the lengthen- 
ing of the maturity of eligible paper as a concession to the agricultural 
interests, and various textual improvements. See Willis, The Federal 
Reserve Act in Congress, p. 45, and speech of Representative Platt, Con- 
gressional Record, Vol. 50, p. 4813. 

Representative Glass, in speaking of the opposition of the farmer to the 
measure declared: “A persistent and pernicious effort has been made to 
create the impression that this bill, in some unexplained way, discriminates 
against the American farmer. . . - We [the Committee on Banking and 
Currency] have sought to do exact justice to all classes: and any public 
man who would have us do otherwise affronts the intelligence and dis- 
parages the patriotism of the American farmer no less than he outrages 
the sense of justice of the American merchant and banker,’ Congressional 
Record, Vol. 50, p. 4646. 

83 Of the fourteen Democratic members of the House 
Banking and Currency, three voted yagainst the bill. 

34 Congressional Record, Vol. 50, p. 4672. 

85 [bid., Vol. 50, p. 5129, 
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Nothing could be further from the truth as Senator Aldrich’s own 
scathing denunciation of the Glass Bill would testify.2° Consid- 
ered from the point of view of the organization and control of the 
Federal Reserve Banks, the Glass Bill differed materially from 
the Aldrich Plan. Many of the technical provisions, such as 
those governing the rediscounting and open-market operations 
of the proposed institutions, are quite similar even as to phrase- 
ology. But here it must be remembered that any plan for bank- 
ing reform would have had to provide for rediscounting agencies, 
and would have had to define paper in much the same way as those 
rulings which govern the discount policies of central banks in 
Europe. While the discount provisions of these two plans do 
here and there show much similarity, there are important and 
very fundamental differences in the two bills. These we shall now 
discuss. 

The Discount Provisions in the Glass Bill and Aldrich Plan 
Compared. In the Aldrich Plan the National Reserve Associa- 
tion of the United States was given authority to fix rates of 
discount, which, when so fixed, were to be uniform throughout the 
United States in all districts and at all branches. The Glass 
Bill provided on the other hand that each one of the twelve Fed- 
eral Reserve Banks which were to be established, might fix its 
own rate of discount (subject to the review and determination of 
the Federal Reserve Board) and which theoretically could differ 
from the rates established in all of the other districts. This is 
a difference of primary importance. Would it be feasible, would 
it ‘be economically sound to have a Bank rate uniform in all 
parts of the country? The sponsors of the Aldrich Plan as- 
serted that it would be, which in the last analysis amounted to 
an assertion that the pure economic interest rate was or would 
shortly become the same in all sections. In 1918 market rates 
of interest varied widely as between the different parts of the 
country, a difference which cannot entirely be attributed to the 
defects in the national banking system but which must be at- 
tributed in part to variations in economic development. The 


36 See Willis, The Federal Reserve Act in Congress, p. 49. Senator Al- 
drich stigmatized the Federal Reserve Act as socialistic. See Banking 
Reform in the United States by Aldrich, pp. 81-91. For a comparison of 
the Aldrich Plan with the Glass Bill see Congressional Record, Vol. 50, 
Appendix, p. 283. As a matter of fact the Glass Bill more closely re- 
sembled a bill introduced in the House on March 29, 1910 by Rep. Fowler, 
than aby previous measure. See Fowler, The United States Reserve 


Bank, etce., p. 9. 
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older states of the East had accumulated a surplus of capital, 
the supply of which relative to the demand was large, and there- 
fore interest rates were low. In the less highly developed regions, 
time had not permitted a large accumulation of capital goods; 
the demand for such goods was intense and interest rates were 
high. If the official rate of discount of the National Reserve 
Association of the United States equaled: or ranged above the 
market rates of interest in the less-developed regions, the Asso- 
ciation would do little or no rediscounting in the East. If the 
official rate were to equal or slightly exceed the market rates in 
the East, it would rule so far below market rates in the West as 
to encourage the subscribing bankers to discount as large a part 
of their portfolio as possible with a branch of the Association 
and loan the proceeds at the higher market rates. This proce- 
dure would lead to intense speculation and inflation, and would 
in no whit alter the economic interest rate which falls only as 
the general fund of capital, the product of labor and waiting, 
increases at a faster rate than the demand.*7 In Chapter II, 
it has been noted that even in as small a nation, relative to the 
United States, as is Germany, the Reichsbank found it advisable 
to have different rates of discount, a policy which finally had to 
be abandoned by reason of political pressure. Professor Sprague, 
in testifying before the Senate Committee on Banking and Cur- 
rency, when the Glass Bill was being considered, cautioned them 
against entertaining the idea that there could be one rate of 
discount for the whole country:#8 “If you make a uniform rate 
[standing above the market rates in the South and West] no 
loans could be made in New England or the Middle Atlantic 
States in ordinary times. I believe that the bulk of the busi- 
ness of an institution, such as was proposed by the monetary 
commission would be in the West and Southwest. .. . Moreover, 
it would not be desirable. It is never desirable or safe to largely 
and rapidly increase the credit facilities enjoyed in any com- 
munity. Increase of credit facilities should be paralleled by an 

87 See Marshall, Principles of Economics, p. 534. 

88 Senate Document, No. 232, 68rd Congress, 1st Session, pp. 363-364. 
Professor Willis expressed the same thought: . 

“The Federal Reserve Act was framed upon the theory that...a 
uniform rate of discount was neither practical or desirable for a country 
possessed of so great an extent of territory as the United States, and 
containing within itself so many different industrial conditions and such 


widely varying demand for, and supply of, capital.” Willis, The New 
Banking System, p. 598. * : 
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increase in the permanent wealth of the community, in improved 
lands, buildings, factories, etc.” It was one of the great ex- 
cellences of the Glass Bill that each one of the twelve regional 
banks was to be permitted to establish its own rate of discount. 
The rates of discount could thus reflect the differences existing 
between the economic development of the various parts of the 
country. 

Eligible Paper. Both the Glass Bill and the Aldrich Plan 
_ defined paper eligible for rediscount in practically the same terms, 
as notes and bills of exchange issued or drawn for agricultural, 
industrial, or commercial purposes, not including notes or bills 
issued or drawn for the purpose of carrying stocks, bonds or 
other investment securities. The Glass Bill limited the maturity 
of paper eligible for rediscount to ninety days unless the cash re- 
serves of the discounting Federal Reserve Bank exceeded one- 
third of its total outstanding demand liabilities, exclusive of its 
Federal Reserve notes, by an amount to be fixed by the Federal 
Reserve Board. In that event a Federal Reserve Bank was to 
be granted the authority to rediscount paper running for as long 
as one hundred twenty days. However, not more than 50% of the 
paper rediscounted for any member bank was to have a maturity 
exceeding ninety days. The Aldrich Plan insisted on paper 
of shorter maturity than did the Glass Bill. The National 
Reserve Association of the United States was to be allowed to re- 
discount, through one of its branches, notes and bills of deposit- 
ing banks which matured within twenty-eight days and had been 
made thirty days prior to the date of the rediscount. The 
amount so rediscounted for any one bank was not to exceed its 
capital. Provided that a depositing bank had secured the guar- 
antee of its local association, the National Reserve Association, 
through one of its branches, was to be allowed to rediscount such 
of its notes and bills as had more than twenty-eight days to run 
but not more than four months. The total amount of commercial 
paper which a local association might guarantee was not to 
exceed the capital and surplus of the member banks forming the 
association. The Glass Bill set no limit on the amount of eligible 
paper running for ninety days or under that a regional bank 
might rediscount for any member bank. 'The Aldrich Plan on 
the other hand limited the amount of paper which the National 
Reserve Association, through a branch, might rediscount to twice 
the capital plus the surplus of the banks belonging to any one of 
the local associations. This is not such a serious limitation, 
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when we remember that the National Reserve Association could 
not begin operations until the paid-in and unimpaired capital of 
the member banks amounted to $1,000,000,000. What should de- 
termine, generally speaking, the character of commercial paper re- 
discounted by a central reserve holdmg bank? Obviously, the 
paper should be of such nature as to insure at all times the liquid- 
ity of the bank. Too achieve this, the paper should arise from and 
be related to some actual commercial transaction and should not 
exceed in life the length of the underlying commercial credit period 
of the nation in question. In most of the European nations, it 
is stipulated that the paper which central banks may rediscount 
must arise from actual commercial transactions and the maturity 
is limited generally to ninety days. Even assuming that the liquid- 
ity of central reserve holding banks is insured by rediscounting 
paper of this length and by rediscounting it in such a manner 
that approximately one-ninetieth of it will fall due on each bank- 
ing day, the lifé of the rediscounted paper should in no event 
exceed the length of the underlying transaction.®® 

The Aldrich Plan Would Have Allowed Lombard Loans. 
Whenever in the opinion of the Governor of the National Re- 
serve Association, such opinion to be concurred in by the Execu- 
tive Committee and the Secretary of the Treasury, the public 
interest demanded it, the Association was to be permitted, through. 
one of its branches, to discount the direct obligations of a de- 
positing bank provided that such obligations were protected by 
the endorsement of its local association and provided that the 
endorsement of the local association was fully protected by the 
deposit of satisfactory securities which were to be held by the 
local association for the account of the National Association. 
The loans so made were not to exceed three-fourths of the value 
of the securities pledged. In providing in this way for Lom- 
bard loans and for the extension of credit by the National Re- 
serve Association on securities, the way was open to all the 
dangers of excessive credit expansions. In Europe it is custom- 
ary to discriminate against Lombard loans by charging a rate 
of interest on such advances higher than the Bank rate. Central 
bankers there feel that funds extended on securities are all too 
often used for speculative or fixed-capital purposes. As the 
National Reserve Association was to have but one Bank rate, it 
could not have discriminated against Lombard loans in this 


89In this connection, see Warburg, The Discount System in Hurope, 
p. 6. 


IN THE UNITED STATES 115 


manner. Of course, the permission of the Secretary of the Treas- 
ury and of the Executive Committee would have had to be se- 
cured before the Association could extend funds on securities, 
but if sufficient political pressure were exerted or if these officials 
were proponents of “soft” monetary theories, such acquiescence 
would not be difficult to secure. In prohibiting loans on securi- 
ties, the Glass Bill was superior in this respect to the Aldrich 
Plan. 

The Need for a Discount Market. For years past those 
interested in banking reform in America have realized the ne- 
cessity for developing a discount market in New York, where 
acceptances, particularly those arising from foreign trade trans- 
actions, might be bought and sold. Such markets existed in 
some of the financial centers of Europe, the largest in London 
and Berlin, and had come to play a very important réle, an in- 
dispensable role, in the financial organization of those countries. 


Briefly the functions of such markets may be summarized as 
follows: *° 


1) Discount markets tend to stabilize gold movements between 
nations. When, for instance, mark exchange was at a discount 
and the forces which were depressing the mark were but temporary 
in their nature, the Reichsbank often corrected the exchanges, 
without raising the Bank rate, by buying mark drafts in the Berlin 
discount market or by selling drafts drawn in foreign currencies. 
Could not the Federal Reserve System do the same thing? Assum- 
ing that it could, the amount of gold shipped between Europe and 
America would be reduced and consequently less capital would 
be tied up in this form. 
2) Discount markets tend to equalize short-term interest rates prev- 
alent in the financial centers of the world. Were the dollar draft to 
gain wide popularity and were interest rates to rise in New York, it 
is likely that bankers and investors over the world would buy dollar 
drafts and remit funds to New York to profit by the higher rates 
of interest. This course of action would tend to bring interest 
rates in the financial centers of the world into an equilibrium. 
Even before 1913 bankers in foreign countries exported capital to 
New York as interest rates rose, and it was anticipated that a 
discount market in New York would increase this practice. 
3) Discount markets help to regulate the cash and investment 
40See Rovensky, The Acceptance as the Basis of the American Dis- 
count Market. A pamphlet published by the National Bank of Commerce 
in New York, July 1919. 
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position of banks. A discount market allows banks to invest their 
surplus funds in a most liquid and safe form of commercial paper 
and in turn to sell this should it become necessary for them to 
increase their cash resources. In the past the call loan market 
was used for this purpose. But the consensus of opinion was 
that it was much inferior to a discount market.*’ In the first 
place, call loans could not be liquidated during a crisis, when banks 
are most in need of extra funds; and secondly, the dependence of 
banks on the call loan market diverted a considerable proportion of 
the banking resources of the country into speculative channels.* 


Prerequisites of a Discount Market. Discount markets can 
flourish only in creditor nations, such as England and America, 
nations with surplus funds awaiting investment at low rates of 
interest. In a borrowing nation, where interest rates are apt to 
be high and where, because of a dearth of funds, there would be 
no purchasers of acceptances, a discount market could not de- 
velop. But the creditor position of America would not of itself . 
insure the development of a discount market; there were other 
prerequisites which may be summarized briefly as follows: 


1) National banks must be empowered to accept time bills of ex- 
change. By decisions rendered in many federal and state courts 
it had been held that national banks were without authority to do 
this under the terms of the National Banking Act.*® A few states 
had indeed permitted banks.chartered under their laws to accept 
time bills of exchange, but only a negligible quantity of dollar 
drafts had been drawn. In Europe the banker’s acceptance served 
as the basis of all discount markets and it must needs be employed 


41'The following testimony of Mr. Vanderlip before the Senate Commit- 
tee on Banking and Currency bears on the subject: “You understand me 
to say that if we have a central bank, at which we can rediscount com- 
mercial paper, making commercial paper a liquid asset, we will then have 
no necessity for devoting a large amount of our funds to call loans on 
stock exchange collateral, and can divert the funds now used for that. 
purpose to commercial loans.” Senate Document No. 232, p. 1961, 68rd 
Congress, 1st Session. 

For a good discussion of the advantages of a discount market see 
Westerfield, Banking Principles and Practice, pp. 1013-1015. 

42 With a discount market in New York, America would be in a posi- 
tion to finance her trade through dollar drafts, would no longer pay tribute 
to Europe for this and Buropeans would no longer come into the pos- 
session of American trade secrets through seeing the bills of lading and 
invoices accompanying the drafts. 

48 See Laughlin, Banking Reform, pp. 93-94, 
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in America too if a discount market were to develop here. The 
promissory note, so popular in American finance, could not serve as 
the basis of such an international discount market as we have been 
describing above; even though it had in a measure, bought and sold 
as it was by bill brokers arid commercial paper houses, served as the 
basis of a national discount market. It would be well-nigh im- 
possible for foreign bankers to determine the credit of the maker. 
Single name paper does not necessarily, though it may, indicate 
a transfer of goods. In Europe the acceptance generally did. 
The promissory note may be used for the purpose of obtaining 
fixed capital or funds for speculative purposes. The acceptance, 
under ideal conditions, is never used for such purposes. In short, 
the promissory note had no standing in the discount markets of 
the world. 

2) The development of a discount market in New York was de- 
pendent upon the extent to which bankers would be willing to 
forego investing their funds in the call loan market, in securities, or 
in promissory notes, and to purchase acceptances; also upon 

3) the extent to which American capital was exported abroad, 
and American banks were organized in foreign lands, and America 
became a short-time financier of international trade and the ex- 
tent to which firms for acceptance and discount were organized. 

4) As the keystone for the structure, there were needed central 
reserve holding agencies, which would stand ready at all times 
to absorb the surplus stock of eligible acceptances from the market. 


Acceptance Provisions in the Aldrich Plan and Glass Bill. 
Both the sponsors of the Aldrich Plan and of the Glass Bill 
recognized the necessity for developing a discount market and 
both measures contained provisions permitting national banks 
to accept time bills of exchange. The Aldrich Plan would have 
allowed national banks to accept both foreign and domestic bills 
of exchange having not more than four months to run to an 
amount not to exceed one-half of the capital and surplus of the 
accepting bank. The bills of exchange accepted by a national 
bank for any one interest, however, were not to exceed 10% of 
the capital and surplus of the accepting bank. The National 
Reserve Association was to be permitted to purchase such ac- 
ceptances, when endorsed by subscribing banks, if prime bills and 
if maturing within ninety days. Under the provisions of the 
Glass Bill, on the other hand, National Banks were to be permitted 
to accept, to an amount not to exceed one-half of their paid-up 
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and unimpaired capital stock, bills of exchange which had arisen 
from foreign trade transactions and which matured within six 
months sight. Upon endorsement a Federal Reserve Bank was 
to be permitted to purchase such acceptances to an amount 
not to exceed one-half of the capital stock of the disposing bank. 

' The Reasons for Placing a Limit on the Bills of Exchange 
Which a National Bank Might Accept. If it were deemed an 
advisable thing to develop a discount market in America, why 
should both measures have imposed a limit on the bills of ex- 
change which a national bank might accept? Few bankers in 
America at that time, it will be remembered, were acquainted with 
acceptance theory and practice as it had developed abroad. At 
best the use of the acceptance would be an exotic growth on 
American soil. Some banks unless restrained by statutory limita- 
tions were almost sure to abuse its use and to accept for their 
customers an amount wholly out of proportion to their resources. 
Particularly would this be the case when banks had extended 
their customers the maximum amount of credit in the form of 
loans allowed by law. The failure of these customers to put the 
bank into possession of a sufficiency of funds before the maturity 
of the acceptances would of necessity throw the whole burden for 
payment on the bank itself. So as the note-holder had been 
protected from loss by legislative safeguards in the past, it was 
felt best to protect the purchasers of bankers’ acceptances and 
the standing of the American discount market among the finan- 
cial centers of the world, by limiting the amount banks might 
accept. This amount happened to be 50% of the capital of the 
accepting bank because it was found that before the war that was 
about the normal acceptance liability of the joint-stock banks in 
England. Whenever it exceeded this the Bank of England issued 
a warning note.** Custom and precedent, not law, limited the 
acceptance liability of British banks; following the historic pro- 
cedure in American banking, the sponsors of both measures 
thought it best to limit the acceptance liability of American 
banks by statute. 


44“The Bank of England keeps a watchful eye over the market, which 
serves to restrain the granting of excessive acceptance credits, for no 
prime acceptor could afford to have his bills declined, or even discriminated 
against in rate, because of an over-supply of them in the market.” ° Jay, 
The Development of a Discount Market and Its Relation to Our Foreign 
Trade, pp. 5 and 6, : 

For a discussion of the limitations put on acceptances, see Westerfield 
Banking Principles and Practice, p. 1004. ( 
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Domestic Bankers’ Acceptances. It is generally agreed that 
bankers’ acceptances, owing to the difficulty of securing foreign 
credit information, are indispensable in foreign trade, a field to 
which they were limited by the Glass Bill. It is difficult to under- 
stand why the Aldrich Plan should have extended their use to 
domestic trade as well. Could it have been that the proponents 
felt they were needed in the financing of our domestic trade, that 
the domestic movement of goods was inefficiently financed, that 
- domestic credit information was difficult to secure? Would it 
not have been reckless to allow the 7431 national banks, scat- 
tered all over the country, to engage in the acceptance business, 
“in business involving contingent liabilities—without one dollar 
of reserve behind them as a safeguard.” *® Permitting their use 
in domestic trade would invite the bank not well versed in ac- 
ceptance practice or the bank which cared not a whit for the 
standing of the American discount market, to misuse the ac- 
ceptance; to use it for the purpose of extending funds to a cus- 
tomer after it had advanced all it could in the form of loans, 
to use it as a medium for the extension of funds for fixed capital 
or speculative purposes. Such uses would soon rob it of its fair 
name and repute and endanger the standing of the American dis- 
count market. In limiting the use of the acceptance to the 
foreign field, the Glass Bill in reality limited it to those banks ac- 
customed to handling the financing of America’s foreign trade, 
which were probably the only ones having any knowledge of the 
principles governing its use as developed by European practice. 
Not that its use would not be abused by such banks; it has been, 
but all things considered it would be less liable to abuse under | 
such restrictions than if extended to domestic trade and employed 
by all banks, regardless of their experience. At all events its 
development as an integral part in the financing of America’s 
trade ought to be slow and gradual. 

The statement is frequently made that domestic bankers’ ac- 


45Wrom speech of Carter Glass in the House, Congressional Record, 
Vol. 51, p. 1304. 

Westerfield, Banking Principles and Practice, D. 1007, outlines the use 
of the acceptance in the following terms: “Bankers’ acceptances should 
be used for current commercial transactions only ; they should not be used 
to finance permanent investments, to provide working capital, or to 
finance speculations. ‘They should be used only to facilitate the movement 
of goods from producer to consumer. This includes storage in warehouse, 
provided the goods are awaiting reasonably immediate sale or delivery to 
consumers and are not carried as a mere speculation.” 


120 ORIGINS OF CREDIT CONTROL 


ceptances were a necessity for the equalization of interest rates 
over the country. But the equalization of interest rates can be 
brought about equally as well through the activities of commer- 
cial paper houses, inter- and intra-district rediscounting by the 
Federal Reserve Banks, without recourse to an instrument which 
could be so misused and diverted from its true purposes as the 
acceptance, 

The Glass Bill did well in limiting the use of the acceptance 
to the foreign field. The later amendments to the Federal Re- 
serve Act which permitted their use in domestic trade, though 
justified on the ground that they were needed in the financing of 
the staple crops due to the strain imposed by the war on the 
credit resources of the country were, as a matter of fact, un- 
warranted. Acceptances have been so misused in domestic trans- 
actions as to lead some authorities to advocate, in private at 
least, the repeal of those amendments. 

Open-Market Powers. The open-market powers granted the 
proposed institutions by these two measures were practically 
identical, with the exception that branches of the National Re- 
serve Association were to be permitted to buy bills of exchange 
only from subscribing banks. The Federal Reserve Banks, on 
the other hand, were to have authority to purchase from and sell 
to domestic or foreign banks, firms or corporations, prime: 
bankers’ bills, cable transfers and bills of exchange. The in- 
ability of the National Reserve Association to purchase bills 
from any but subscribing banks would have materially impaired 
its power to bring down interest rates had it so desired, in sec- 
tions where they were being maintained at artificially high levels, 
and its power to intervene in any way in the money market. 

The Aldrich Plan and Glass Bill Compared as to Credit 
Control. One of the most valuable services which a central re- 
serve holding bank can render a community is the control it may 
exercise over credit extensions. It is only through such control 
that a central bank may prevent domestic inflation, rectify the 
exchanges, encourage imports of gold and in short perform all 
the duties so essential to successful central banking. Which one » 
of these two institutions, the National Reserve Association of the 
United States as proposed in the Aldrich Plan or the Federal Re- 
serve System as proposed in the Glass Bill, would have been in 
the better position to exercise credit control? 

; In the first place, the ability of the National Reserve Associa- 
tion to have exercised any surveillance over credit expansions 
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would have been impaired from the outset by the requirement of a 
uniform rate of discount over the country. A central bank can- 
not exercise credit control unless it is constantly in touch with 
the market. The rate at a central bank should ordinarily stand 
above the market rates but not so high above that it loses touch 
with the market and is unable to build up a portfolio of the best 
bills. Were the rate at the National Reserve Association to be 
above market rates in the West, the rate would be so high in the 
_ East that in normal times it would be constantly out of all touch 
with the Eastern money markets. Were the Bank rate to equal 
or to be above Eastern money rates, it would rule so far below 
market rates in the West that encouragement would be given to 
credit expansions. The regional banks as proposed in the Glass 
Bill were to conform their rates of discount to the actual eco- 
nomic conditions in the various districts, and in this way each 
one could be in constant touch with the developments transpiring 
in the local money market. 

In the second place, the ability of central banks, such as 
those in Europe, to control credit depends in no small measure 
on the fact that, by force of custom, they are the depositaries 
of the reserves of other banks. The possession of these reserve 
moneys gives the central banks resources which they probably 
would not have otherwise and enhances considerably their power 
and prestige. Through this circumstance they come into pos- 
session of the gold stock (aside from the amount in circulation) 
of the respective nations. They are therefore the first to sense 
foreign and domestic drains of gold. Should it be their desire to 
stay the drain, they would charge a higher price for the gold in 
their vaults by raising the Bank rate. As holders of the ulti- 
mate banking reserves, the European central banks have the re- 
sources and ability,—not:to compete with the joint-stock banks 
as frequently alleged, for such is not their aim,—but to exercise 
a constant oversight of the money market, to mop up the surplus 
funds in the market if this be necessary to tighten interest rates, 
to buy bills and notes in sections where interest rates are being 
maintained at artificially high levels, to build up a portfolio of 
foreign bills, and to become a nation-wide clearance and collec- 
tion agency for checks, bills, and notes. How a central bank 
could exercise any degree of control and not hold the reserves of 
the joint-stock banks in part or in full is difficult to see. The 
Glass Bill followed the practice prevalent throughout Europe 
and provided that in the space of three years the reserves of the 


122 ORIGINS OF CREDIT CONTROL 


member banks should be kept in part with the Federal Reserve 
Banks and in part in their own vaults. The Aldrich Plan would 
not have required the subscribing banks to keep their reserves 
with the National Reserve Association, though any deposits they 
might have with the Association would count as a part of their 
required reserves. The reserves of national banks would have 
been maintained, unless the national banks in question otherwise 
willed it, in the same amounts and in the same locations as before. 
The Aldrich Plan would not of itself have remedied the immobil- 
ity and scattered nature of the banking reserves of America. 
Without holding at least a part of the reserve funds of the 
subscribing banks, and without requiring that the banks them- 
selves hold the remainder, in order to eliminate competition from 
other reserve holding agencies, it is extremely doubtful whether 
the National Reserve Association would have been able to ex- 
ercise any degree of credit control. 

The National Reserve Association of the United States 
in Emergencies. The Aldrich Plan would have been an improve- 
ment over the national banking system—if nothing else, it would 
probably have prevented crises from degenerating into panics in_ 
America. Should the activities of central banks be confined or 
limited to times of great financial stress and strain; should they 
be only emergency institutions? Not if they are to serve most 
efficiently the interests of all, not if they are to attain their max- 
imum usefulness. They must be constantly in touch with eco- 
nomic developments, checking a too rapid credit expansion if 
they can, issuing warnings if they cannot; encouraging more 
scientific and efficient methods of banking practice; gathering 
pertinent credit information and statistical data; aiding in the 
development of discount markets and in the better financing of 
domestic and foreign trade; and assisting in every way possible 
in the healthy economic growth of a nation. The true test of the 
Aldrich plan would thus have been found in its regular operations. 

The Glass Bill in the Senate. Realizing that it must soon 
begin a consideration of the Glass Bill, the Committee on Bank- 
ing and Currency of the Senate, with Senator Owen as Chairman, 
began public hearings on September 23, 1913, which continued 
until the 27th of October. A great host of witnesses 4¢ ap- 


46'The witness appearing before the Committee included, among others; 
Charles N. Fowler, James G. Cannon, GC. A. Conant, James B. Forgan, 
Fred I. Kent, H. A. ‘Moehlenpah, George M. Reynolds, Prof. O. M. W. 
Sprague, Frank Vanderlip and Prof. H. Parker Willis. 
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peared before the committee, whose testimony, including the ques- 
tions asked by members of the committee, cover more than 3000 
pages.*7 The problems in which the members of the Committee 
were particularly interested and about which they sought to be 
enlightened were; the feasibility of a uniform rate of discount 
throughout the United States, the desirability of graduated rates 
of discount and of limitations on the amount of paper which a 
Federal Reserve Bank might rediscount for a member bank, the 
possibility of guaranteeing bank deposits, the maturity of eli- 
gible paper, compulsory inter-district rediscounting, the manner 
in which ‘Federal Reserve Notes were to be redeemed, and the 
number of regional banks which should be established. 

The Owen and Hitchcock Bills. After the hearings had 
been concluded, the members of the Committee discussed the Glass 
Bill (which had come to the Senate on September 18) among 
themselves for some two weeks. The consensus of opinion was 
that the bill needed quite drastic changes, and that about half 
of the measure should be rewritten. The Committee was not at 
all agreed, however, on the exact manner of revising the bill and 
differences of opinion arose which split the twelve members into 
equal sections. The one composed of Senator Owen and five 
of his Democratic colleagues reported the Owen Bill to the Sen- 
ate, while the other including Senator Hitchcock and the Repub- 
lican members reported the Hitchcock Bill.** The two groups 
had agreed on the necessity of a greater concentration and 
mobilization of the banking reserves of the country, of an elastic 
currency; and on the desirability of promoting a discount 
market, of regional banks and of government control. The 
points of difference 4° centered upon the exact number of re- 
gional banks °° which should be established, the method of sub- 

47 Hearings before the Committee on Banking and Currency, United 
States Senate, Senate Document No. 232, 63rd Congress, 1st Session. 

48 For the reports of these two sections and their respective measures, 
see Senate Report. No. 133, parts 2 and 3, 63rd Congress, 1st Session. 

The Glass, Owen and Hitchcock Bills are compared in Senate Docu- 
ment No. 242, 63rd Congress, 1st Session. 

The Owen Bill changed the Glass Bill about 60% and, the Hitchcock 
Bill changed it about 64%. Both the Owen and Hitchcock Bills changed 
practically the same sections in the Glass Bill. See Congressional Record, 
Vol. 50, p. 6014. 

49 See [bid., Vol. 50, p. 5994 and pp, 6012-6018, for a detailed discussion 
of these differences. 

50'The Hitchcock Bill proposed that only four regional banks be es- 
tablished instead of eight as was proposed by Senator Owen and twelve 
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scribing for the stock, of electing the directors and of administer- 
ing the banks, the maturity of eligible paper, the matter of pro- 
gressive discount rates, the manner of redeeming Federal Re- 
serve notes,°! and the reserves °” which the regional banks should 
maintain against their liabilities. ; 

The Discount Provisions of the Owen and Hitchcock Bills. 
The discount provisions in the Owen and Hitchcock Bills show 
radical departures from those in the House measures in that 
both: 


a) allowed Federal Reserve Banks to discount notes, drafts and 
bills drawn for the purpose of carrying or trading in the bonds 
and notes of the government of the United States.”* 


as proposed in the Glass Bill. The reasons for Senator Hitchcock’s pro- 
posal were really twofold; in the first. place, he felt that no matter how 
many regional banks were established, the resources of the New York Bank 
would be the samé, but with eleven other banks the power of the New 
York Bank would be magnified more than if there were three other fairly 
large banks capable of meeting the seasonal needs in their sections without 
being forced to appeal to New York; and in the second place, with only 
four regional banks: each covering a large territory, sectional differences 
in rates of discount would tend to become smaller than if there were 12 
banks. (See Congressional Record, Vol. 50, p. 6015.) 

51 The Glass Bill provided that Federal Reserve notes might be re- 
deemed in gold or lawful money. The danger in this provision lay in 
the opportunity it gave the regional banks to adopt..a gold premium 
policy similar to that in force in France. Dr. Willis felt that this pro- 
vision was unwise and that it should be changed to gold or gold cer- 
tificates. (Sen. Document. No. 282, 63rd Congress, 1st Session, p. 3030.) 
The Owen Bill provided that Federal Reserve Notes should be redeemed 
in gold at the Treasury Department and in gold or lawful money at the 
regional banks; the Hitchcock Bill provided that the notes should be 
redeemed solely in gold. The final measure followed the Owen Bill. 

52'The House Bill provided that the Federal Reserve Banks should main- 
tan a 3314% gold or lawful money reserve against its demand liabilities 
(in reality the reserve against Federal Reserve notes under the Glass 
Bill was to have been 13314%—100% collateral and 33144, gold or lawful 
money) ; the Owen Bill provided that the Reserve Banks should maintain 
a gold or lawful money reserve of 35% against deposits and notes, the 
Hitchcock Bill for a 45% gold reserve against notes and a 35% gold or 
lawful money reserve against deposits. Dr. Willis felt that the reserves 
maintained by the Federal Reserve Banks would normally be much higher 
than 3314% as provided in the Glass Bill. (Sen. Document No. 232, 68rd 
Congress, Ist. Session, p. 3057.) 

58 See Senate Document No. 264, 63rd Congress, 2d Session, p. 32. The 
Hitchcock Amendment would not only permit the discounting of notes, 
drafts and bills drawn for the purpose of carrying or trading in the bonds 
and notes of the United States as would the Owen but extended this pro- 
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b) permitted Federal Reserve Banks, if sanctioned by the Federal 
Reserve Board, to discount the direct obligations of member banks 
secured by the pledge and deposit of satisfactory securities.°* 

ce) authorized national banks to accept time bills of exchange aris- 
ing from domestic as well as from foreign trade. 


In these several respects both measures bore a class resem- 
blance to the discount provisions of the Aldrich Plan. The 
_ danger of permitting the assets of central reserve banks to con- 


vision to include the interest-bearing obligations of the dependencies of the 
United States, the principal and interest of which had been guaranteed by 
the United States. 

54 See [bid., p. 83. The Owen amendment read as follows: “The Fed- 
eral Reserve Board may authorize the reserve bank of the district to dis-. 
count the direct obligations of member banks, secured by the pledge and 
deposit of satisfactory securities; but in no case shall the amount so 
loaned by a Federal reserve bank exceed three-fourths of the actual value 
of the securities so pledged.” The Hitchcock Amendment read as above but 
added that the amount so loaned was not to exceed one-half the amount 
of the paid-up and unimpaired capital of the member bank. 

55 The undesirability of permitting national banks to accept. domestic 
time bills of exchange hag been noted, see pp. 119-120 of this Chapter. It 
might be added that while testifying before the House Committee, Sir 
Edmund Walker, a Oanadian banker, emphasized the point that the use 
of acceptances in domestic trade could be subject to great abuse: 


Mr. Willis. “With reference to the matter of issuing acceptances, would 
you limit that power to banks of any particular size or would you limit 
it simply on the basis of the kind of transaction?” 


Sir Edmund Walker. “You might limit the total amount that it could 
give. Take a bank on the Pacific coast. If the trans-Pacific trade had 
been created, as it has not been yet to a very large exent, you can easily 
imagine a case where the bank in San Francisco or Seattle would accept 
for the transmission of Chinese or Japanese merchandise. That would 
be right, within limits. But if somebody in Oregon was trying to send 
wheat to Portland and a little local bank in the country would draw on 
the bank in Portland, goodness knows what that kind of a transaction 
might lead to.” 

Mr. W. “What might it lead to, as a matter of fact?” 

Sir HE. W. “It might lead to any bank that had an expensive executive 
using its credit facilities, after it had used its deposits and its asset. cur- 
rency, by putting out what would virtually be promissory notes.” 

Mr. W. “It would be a far more dangerous exercise of bank credit than 
under an asset currency?” 

Sir E. W. “Much, yes. You would soon have a cry that those should 
be guaranteed in some form or other.” 

(Hearings before the Subcommittee of the Committee on Banking and 
Currency, House Hearings, pp. 670-671.) 


126 ORIGINS OF CREDIT CONTROL 


sist of long-term, non-self-liquidating paper secured by stocks and 
bonds has unfortunately been often exemplified in the history of 
central banking. As. to domestic bankers’ acceptances, many 
experts felt that they were not needed in the financing of domes- 
tic trade and if introduced might encourage some wild-cat bank- 
ing practices. 

The discount provisions in the Owen and Hitchcock Bills dif- 
fered from one another, in that: 


a) the Hitchcock Bill intreduced the idea that each member bank 
was entitled, as a matter of right, to an amount of credit from its 
Federal Reserve Bank equal to its capital stock at the lowest cur- 
rent rates of discount.°* No member bank was to be permitted to 
discount an amount of paper exceeding the amount of its capital 
stock 7 excepting upon the payment of a higher rate of discount, 
the increase in the rate was to be 1% for an additional 50% of 
discounts or fraction thereof and 2% for all in excess. In no 
case was a Federal Reserve Bank to discount paper in excess of 
twice the amount of capital stock of a member bank without special 
authority from the Board.** This provision would scem to be 
the genius of the latter Phelan Act and of the idea of basic lines of 
credit. A desire on the part of Senator Hitchcock to insure that 
the small banker would receive relatively the same amount of credit 
from its Federal Reserve Bank as the large banker was the motive 
of this provision. 

b) by the terms of the Owen Bill all eligible paper must have 
a maturity of ninety days, while the Hitchcock Bill, under certain 
conditions, allowed eligible paper to have a maturity of one hundred 
eighty days. Notes and bills admitted to discount were to be 
allowed a maturity of one hundred eighty days, with the exception 
that not more than 50% of the paper discounted for any member 
bank was to have a maturity exceeding ninety days nor was any 
member bank to have more than $200,000 of rediscounts having a 
maturity of more than ninety days, with its Reserve Bank. Senator 
Hitchcock believed that an injustice had been done the farmer in 


56 See statement of Sen. Hitchcock, Senate Document No. 232, 63rd 
Congress, 1st Session, p. 2864. , 

57 That this was not such a serious limitation is apparent, when we 
realize that at the present time (1922) the capital of all the banks be- 
longing to the Federal Reserve System amounts to $1,886,172,000 and the 
surplus to $1,561,043,000. 

58 See Senate Document No. 264, 63rd Congress, 2d Session, p. 34. 
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the Glass Bill in limiting the maturity of eligible paper to ninety 
days and under exceptional circumstances to one hundred and 
twenty days.°® For instance, he asked Professor Willis when he 
appeared before the Senate Committee on Banking and Currency 
why the maturity of eligible paper had been limited to ninety days 
when many transactions in the West and South were for four or five 
months. Dr. Willis replied; I think I can say, without any viola- 
tion of confidence that that was a matter of very serious considera- 
tion and a good deal of difference of opinion. After looking over 
all the data that could be had and consulting with the Treasury De- 
partment, I think those who were in charge came to the opinion 
that there would be an abundant supply of this ninety-day paper 
in the country. Secretary McAdoo sent out certain blanks to banks 
recently, asking them how much there would be. . . 

Sen. Hitchcock (interposing)—That was not done at the time. 

Dr. W. Certainly not; but we did, at that time, get all the data 
there were and the later investigation has borne out our conclu- 
sion. 

Sen. H. Did you call in country bankers to find out what paper 
they actually handled? 

Dr W. Country bankers were before the House Committee; 
yes, sir. 

Sen. H. Who were they? 

Dr. W. I cannot remember now. May I add that there was 
a large correspondence with country bankers? 

Sen. H. We have had a number of country bankers and I have 
had a large personal correspondence with country banks in my own 
state, and the almost universal testimony is, that the demand they 
have for rediscounts is at the time they are making five and six 
months’ loans and that that paper is unacceptable under the terms 
of this bill. 

Dr. W. May I add one thing right there? As I said a moment 
ago, the conclusion was reached that there was a sufficient supply of 
ninety-day paper in the country. For that reason it was believed 
that enough of a vehicle was provided for letting out the funds of 
these Federal Reserve Banks into general use, and the conclusion 
was reached that if there were a sufficient medium for letting out 
those funds everybody that was entitled to a discount, whether his 
paper was technically rediscounted at the Federal Reserve Bank or 
not, would get the benefit of it. Do you follow what I mean? 


59 See statement of Sen. Hitchcock, Senate Document No. 282, 63d 
Congress, 1st Session, p. 3037. 


f 
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Sen. H. He would get it indirectly from his city correspondent. 

Dray cs 
c) the Owen Bill rendered inter-district rediscounting easier than 
did either the Glass or Hitchock Bills. The Glass Bill gave the 
Federal Reserve Board power to permit or require Federal Reserve 
Banks in times of emergency to rediscount the prime discounted 
paper of another Federal Reserve Bank, but at least five members 
of the Board must be present when such action was taken and all 
present consenting to the requirement. The interest charged the 
accommodated bank was to be not less than 1 nor more than 39% 
above the higher of the rates prevailing in the\ district immedi- 
ately affected. The Hitchcock Amendment required that six of the 
members of the Board should concur in such action, and that the 
Board was to fix a special rediscount rate of not more than 3% 
in excess of the discount rate of the accommodated Reserve Bank. 
The Owen Amendment simply read that the Federal Reserve 
Board was to have power to permit or require Federal Reserve 
Banks to rediscount the discounted paper of another Federal Re- 
serve Bank at rates of interest to be fixed each week or oftener by 
the Federal Reserve Board. Inter-district rediscounting is es- 
sential to the successful operation of a regional type of central 
reserve banks, by it the reserves of the various banks are rendered 
mobile, and funds can be quickly shifted from section to section to 
meet seasonal requirements or emergency demands. The danger in- 
volved in inter-district rediscounting is that its use will not be con- 
fined to temporary needs, seasonal or cyclic, that the money loaned 
will not be secured by the prime paper of the offering bank, and 
that funds may be drained from the wealthier sections of the coun- 
try to less developed sections for fixed-capital purposes. 
d) the Hitchcock Bill limited the maturity of domestic bankers’ 
acceptances to four months, while the Owen Bill permitted them to 
run for six months. If bankers’ acceptances were to be had in do- 
mestic trade, they should not be permitted to run for a longer 
maximum time than the length of the underlying transaction. Four 
months seems ample time to allow for the marketing of goods in 
America. 
e) the Hitchcock Bill provided for the levying of a graduated tax 
on any Federal Reserve Bank whose reserve should fall below the 
legal minimum. Such a tax might indirectly affect. the discount 
policy of a reserve bank if the Bank rate were raised. 


60 See Senate Document No. 262, 63d Congress, ist Session, pp. 
3036-3037. 
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The Federal Reserve Act Signed by President Wilson. 
The Hitchcock and Owen Bills were considered by the Senate 
until the 19th of December, at which time a vote was taken on 
the proposed amendments to the House Bill. The Hitchcock 
Amendments, voted for by all the Republicans and Senators 
Hitchcock (Dem.) and Poindexter (Prog.), failed to carry by 
three votes, and Senator Owen’s (changed somewhat) ® carried 
by some twenty votes. A conference committee was appointed 
at once to confer with representatives of the House in the prep- 
aration of the final measure. Within a very short time their 
task was accomplished. The Federal Reserve Act passed the 
House on the 22nd, the next day passed the Senate and was 
signed by President Wilson. 

The act as finally passed more nearly resembled the House 
Bill than “anything that had intervened during the time the bill 
was going through the various permutations to which it was sub- 
jected in its slow progress from one stage to another of the legis- 
lative process.” ®? In matters involving fundamental issues of 
theory the House held its own in every respct.®* 


61 The changes that had been made in the original Owen Bill before 
its passage were: 

1. It was provided that when the reserve of a Federal Reserve Bank 
against notes fell below 40%, a graduated tax was to be levied on 
the amount of deficiency, a tax which should be added to the discount 
rate. 

2. Agricultural paper was permitted a maturity of six months. (See, 
Senate Document No. 335, 68rd Congress, 2nd Session.) 

62 Willis, The Federal Reserve Act, p. 13. For the points yielded by 
the House and Senate in conference, see ibid., pp. 11 and 12. 

63—n testifying before the Senate Committee on Banking and Cur- 
rency, Dr. Willis declared that the fundamentals in the Federal Re- 
serve Act were: 

1. The idea of regional banks. 

2. The preservation of the autonomy of the regional banks and the close 
supervision of their dealings with one another by the Federal 
Reserve Board. 

8. The provisions for open-market operations. 

4, The provision that member banks should keep their reserves either 

in the form of cash in their own vaults, or in the form of credits, 
with its Federal Reserve Bank. 

5, The granting to the Federal Reserye Board of considerable power 

over the regional banks. 

6. The provisions for a uniform system of domestic exchange. 

7, The idea that the Federal Reserve Banks should not be overloaded 

with government bonds. (Senate Document No, 232, 63rd Congress, 
ist Session, pp. 3087-83088. ) 


CHAPTER IV 


PROVISIONS IN THE FEDERAL RESERVE ACT GOV- 
ERNING THE BANK RATE, THE REDISCOUNT 
AND OPEN-MARKET OPERATIONS OF THE SY5- 
TEM ! 


In all important particulars the final act resembled the Glass 
Bill. The discount provisions of the House measure were modi- 
fied to only a slight extent in the Senate. Though this is true the 
discount provisions of the final Act have been changed frequently 
by later amendments. By the discount provisions of the Act 
is meant of course those which have to do with the fixing of the 
Bank rates, with the discounting of eligible paper, with outlin- 
ing the acceptance powers of the member banks and the accept- 
ances which the Regional Banks may discount and purchase, and 
finally those which have to do with the delineating of the open- 
market powers of the Reserve Banks. In this section there will 
be presented the discount provisions of the original Act followed 
by the changes which have been made by later amendments to- 
gether with an abstract of the regulations of the Board interpret- 
ing these provisions. 

The Bank Rate. Section 14, Clause D, of the Federal Reserve 
Act empowers each regional bank to 


establish from time to time, subject to review and determination of 
the Federal reserve board, rates of discount to be charged by the 
Federal reserve bank for each class of paper, which shall be fixed 
with a view of accommodating commerce and business.” 


1For an excellent account of the statutory provisions of the Act govern- 
ing the rediscount and open-market operations of the Reserve Banks as 
well as the Regulations of the Board, the rulings and opinions of the 
counsel, see Commercial Banking Practice under the Federal Reserve 
Act, published by the National Bank of Commerce in New York. See, 
also, Digest of Rulings of the Federal Reserve Board (1914-1923, ineclu- 
sive) published recently by the Federal Reserve Board. 
2 The original Federal Reserve Act may be found, among other places, 
in Congressional Record, Vol. 51, pp. 1852-1361. 
Recommendations for changes in rates of discount, submitted by the 
Federal Reserve Agent of each district, were at one time acted upon by 
130 ; 
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In one of the early drafts of the Reserve Act the Board was 
definitely empowered to fix the rates of discount to be charged 
by the Regional Banks.* This was so changed that in the final 
act the initiative for changes in rates of discount were seemingly 
entrusted to the separate Banks. The word “seemingly” has 
been used, for the Attorney General of the United States ruled in 
December 1919, that the Federal Reserve Board has the right, 
if it chooses to exercise it, to fix and determine, under its power 
of review, a rate previously established by a Reserve Bank even 
though its directors be opposed to such a change.* While the 
Board has not been forced to exercise the rights it possesses by vir- 
tue of this interpretation of Section 14, Clause D, it has through 
suggestions made from time to time to the Reserve Banks had a 
very marked influence over the fixing of the Bank rates.’ Its influ- 
ence was particularly apparent through the war period when the 
‘Regional Banks were expected to establish Bank rates which 
would fit in with the policies of the Treasury Department. In 
testifying before the Joint Commission of Agricultural Inquiry 
Governor Harding explained that two methods are customarily 
followed by the Regional Banks in informing the Board of their 
desire to change their rates of discount.® At times the Banks com- 
municate in an informal manner with the Governor of the Board 
informing him of their desire to make changes in their rates 
and requesting that he ascertain the views of the other members. 
On other occasions the Regional Banks dispatch a telegram 
stating that their directors have voted that certain rates take 
effect on such and such a date subject to the approval of the 
Board. In entrusting control over the Bank rate to two bodies, 
the Board on Thursdays of each week, following in this respect the 
customary practice in England. (Federal Reserve Bulletin, 1915, p. 13.) 
All such recommendations are now given attention by the Board when- 
ever they are received. 

The discount rates established by the regional banks are not subject 
to the usury laws of the different states (federal Reserve Bulletin, 1915, 
“5 ee Reserve Banks may establish forward rates of discount to 
apply to bankers’ acceptances and other forms of eligible paper. (Federal 


Reserve Bulletin, 1915, p. 97.) 

3 See Hearing before the Joint Commission of Agricultural Inquiry, Part 
13, p. 278. 

4 [bid. 

5See Norton, Bank Rate and the Money-Market in the United States, 

p. 483. 

6 Hearing before the Joint Commission of Agricultural Inquiry. er 
18, pp. 313-314. 


132 FEDERAL RESERVE ACT 


each of which was to act as a check and balance on the other, 
this clause is typical of much in the Reserve Act.” 

The Phelan Act. Clause D was amended by an act approved 
April 13, 1920, which authorized the Reserve Banks to es- 
tablish “subject to the approval, review, and determination of 
the Federal Reserve Board” rates of discount “graduated or 
progressed on the basis of the amount of the advances and dis- 
count accommodations extended by the Federal reserve bank to 
the borrowing bank.” § It will be remembered that this principle 
was embodied in the Hitchcock Bill, by the terms of which each 
member bank was to be entitled as a matter of right to a mini- 
mum amount of accommodation from its Reserve Bank; for ac- 
commodation beyond this minimum amount, a higher rate of dis- 
count was to be charged. 'The Phelan Act was repealed by the 
Agricultural Credits Act approved on March 4, 1923. 

The Bank Rate to Accommodate Business. Section 14, 
Clause D states that the Bank rate is to be fixed with a view of ac- 
commodating commerce and business. How may business best 
be accommodated? Some would reply through a boundless sup- 
ply of credit extended at low rates of discount. Liberal exten- 
sions of credit at abnormally low rates, however, might greatly 
magnify the ups and downs of the business cycle, leading to in- 
flated profits at one time and great losses at another. Business 
will best be accommodated, if the Reserve Banks, through their 
discount policy, are enabled to reduce the amplitude in cycle fluc- 
tuations and so effect a greater degree of stability in economic 
life. 

The Federal Advisory Council and the Bank Rate. The 
Federal Advisory Council (composed of a banker representative 


from each one of the twelve districts) is given power by Section 
12 of the Act to, 


call for information and to make recommendations in regard to 
discount rates, rediscount business, note issues, reserve conditions 
in the various districts, the purchase and sale of gold or securities 
by reserve banks, open-market operations by said banks, and the 
general affairs of the reserve banking system. 


The Council possesses, as signified in its title, only advisory 


7 For an account of the checks and balances in the Federal Reserve Act, 
see Laughlin, The Banking and Currency Act of 1913, pp. 311-312. 


be The Phelan Act may be found in the Federal Reserve Bulletin, 1920, p. 
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power. If composed of disinterested experts, men interested in 
banking as a science, whose advice would be accepted, it might 
be able conceivably to exercise considerable influence over the 
discount policies of the regional banks. 

Penalties for Deficient Reserves. In periods of emergency, 
the Federal Reserve Board is authorized to, 


suspend for a period not exceeding thirty days, and from time to 
time to renew such suspension for periods not exceeding fifteen 
days, any reserve requirement specified in this act: 

Provided, That it shall establish a graduated tax upon the amounts 
by which the reserve requirements of this act may be permitted to 
fall below the level hereinafter specified: And provided further, 
That when the gold reserve held against Federal reserve notes 
falls below 40 per centum, the Federal Reserve Board shall establish 
a graduated tax of not more than one per centum per annum upon 
such deficiency until the reserves fall to 3244 per centum, and when 
said reserve falls below 32% per centum, a tax at the rate increas- 
ingly of not less than 144 per centum per annum upon each 244 per 
centum or fraction thereof that such reserve falls below 3244 per 
centum. The tax shall be paid by the reserve bank, but the reserve 
bank shall add an amount equal to the said tax to the rates of 
interest and discount fixed by the Federal Reserve Board.° 


Whenever the reserve percentage falls below the legal minimum, 
either because of a foreign or domestic drain, presumably the 


9 Section 11, Clause C. The tax imposed by law by reason of a de- 
ficiency of reserves against Federal Reserve notes is quite inadequate. The 
reserve might decline to 3214% and yet require the imposition of only 
a 1% tax. In the case of the Reichsbank, the law imposed a 5% 
tax as soon as the reserve had declined below the legal minimum of 
3314%. It was not required, however, that this tax be added to the dis- 
count rate. Under the Federal Reserve Act the gold reserve against 
notes would have to decline to 25.84% before a 5% tax would be 
imposed. The tax is to be levied only upon the amount by which the 
reserve falls short of the required amount. For example, let us assume 
that a Federal Reserve Bank has $100,000,000 of notes outstanding ; 
against which the bank is required by law to have a gold reserve of 40%, 
or $40,000,000. Suppose the bank to have but 85%, or $35,000,000, in 
gold as a-reservye against such notes. The deficiency in this case 
would be $5,000,000, and under the terms of the law a maximum tax of 
1% would be levied upon this amount. If the reserve were less than 
$32,500,000, the provisions for a graduated tax would then come into 
operation. 

The phraseology of this section is peculiar in that it speaks of the rates 
of interest and discount as fixed by the Board, neglecting the part played 
by the Reserve Banks. ) 
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Reserve Banks would be taxed automatically, and the Bank rates 
rise as mechanically, which would tend towards a contraction of 
credit. It has unfortunately been true, in the history of Amer- 
ican banking, that the minimum reserves for banks as established 
by law have tended to become the actual reserves. If this were 
to be true in the case of the Federal. Reserve Banks, if the re- 
serves as required by law were to become the actual reserves, this 
section would have to be invoked from time to time as the reserves 
of the Regional Banks dropped below the legal minimum. It 
was the expectation of the framers of the Act that the actual 
reserves, maintained by the Reserve Banks, would be much above 
those required by law and that this section would rarely, if ever, 
have to be invoked. 

The Federal Reserve Board May Reject Applications for 
Federal Reserve Notes or Make an Interest Charge on Those 
Issued in Excess of the Gold Cover. Section 16 of the Act, 
which stipulates the manner of issuing Federal Reserve notes, 
has an indirect bearing on the control of credit by the Reserve 
System, in that it gives the Board power to reject entirely the ap- 
plication of a Reserve Bank for notes, or, if the application is 
granted to impose interest charges on the notes which are supplied 
in excess of those covered by gold or by gold certificates. These 
parts of Section 16 read as follows: . 


Federal reserve notes, to be issued at the discretion of the Fed- 
eral Reserve Board for the purpose of making advances to Federal 
reserve banks through the Federal reserve agents as hereinafter set 
forth and for no other purpose, are hereby authorized. . . . 

The board shall have the right, acting through the Federal reserve 
agent, to grant in whole or in part, or to reject entirely the applica- 
tion of any Federal reserve bank for Federal reserve notes; but to 
the extent that such application may be granted the Federal Reserve _ 
Board shall, through its local Federal reserve agent, supply Federal 
reserve notes to the banks so applying, and such bank shall be 
charged with the amount of notes issued to it and shall pay such 
rate of interest as may be established by the Federal Reserve Board 
on only that amount of such notes which equals the total amount of its 
outstanding Federal reserve notes less the amount of gold or gold 
certificates held by the Federal reserve agent as collateral security. 


Should the general level of prices have been rising in America 
and should the Board, exercising the rights conferred on it by this 
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section, refuse further requests for Federal Reserve notes, the up- 
ward movement could soon be checked. It has been observed by 
students of banking that in every nation there is a certain relation- 
ship, determined by the business habits of that country, beween the 
amount of money in circulation and deposit currency. In America, 
this ratio, from 1910-1922 inclusive, averaged about 5 to 1, $5 of 
deposit currency for every $1 of money in circulation.‘? This 
means that firms, individuals and corporations in this country 
preserve a more or less definite ratio between their cash and check 
transactions, between their deposit balances and money on hand. 
Money is used for wage payments and for small miscellaneous 


10 By the term ‘money’ the author means that medium of exchange 
which is accepted freely and without reference to the credit or character 
of the person offering it. In America, this would include, gold coins, gold 
certificates, silver certificates, the Greenbacks, the Treasury notes ot 
1890, National Bank notes, Federal Reserve notes, Federal Reserve Bank 
notes and silver, copper and nickel coins. 

Prof. W. I. King, in an article entitled “Is Our Currency Elastic?” 
written for the Bankers Statistics Corporation of New. York (Special 
Service, Vol. II, No. 23, Sept. 21, 1920) computed the amount of money 
in circulation, individual demand deposits, and the ratios of the one to 
the other from 1880-1920. The Federal Reserve Bank of New York has 
estimated totals for 1920, 1921 and 1922, which the author secured through 
the courtesy of the Statistics Department. These figures for the years 
1910-1922 follow: 


Money in Individual Ratio of individual 
Year circulation demand demand deposits 

; (in millions) deposits to money in 

(in millions) circulation 
1910 $1,639.6 $6,873.2 4.19 
1 1,614.1 7,782.1 4.82 
2 1,677.6 7,794.4 4.65 
3 1,770.6 7,720.5 4,36 
4 1,732.8 8,880.0 ae 
5 1,771.6 8,963.7 5.06 
6 2,090.2 11,198.14 5.86 
“6 2,360.9 14,186.2 6.01 
8 3,450.0 15,784.5 4.58 
9 3,686.0 18,933.9 5.14 
1920 4,331.3 21,081.38 4,87 
af: 3,940.1 19,629.4 4.98 
2 3,729.2 20,626.9 5.58 
Average 4.975 


ee 
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transactions, checks for the remainder.’t An equilibrium is 
struck between the use of the two methods of payment. Should 
business men have an excess of cash, they would deposit it; 
should they have an excessive amount of deposits relative to the 
amount of money on hand, they would cash a part of their de- 
posits. Bank deposits therefore can not continue to expand 
indefinitely without causing an increase in the amount of money 
in circulation. For as deposits increase and prices rise, busi- 
ness men naturally need additional amounts of money for pay- 
ments which they customarily make with cash. 

If, at a time when bank deposits were on the increase and 
prices were rising, member banks could not secure Federal Reserve 
notes to meet the extra monetary demand (the Board refusing to 
issue further amounts) the rise would be checked. Of course the 
member banks could for a while meet the demand by withdraw- 
ing gold and lawful money from the Reserve Banks, and by issu- 
ing National Bank notes. The first course of action would cause 
the reserve percentage of the System to decline precipitously.1? 
Should the reserve be forced below the minimum required by law, 
the taxes on the deficiency of reserves would come jnto force. 
The issuance of National Bank notes would be limited necessarily 
by the amount of bonds bearing the circulation privilege. As a 
general proposition, therefore, it may be stated that the refusal 
of the Board to grant requests for Federal Reserve notes would 
directly or indirectly check, within a short time, an upward 
movement in the price level,!® unless gold were imported to satisfy 
the demand for money, or unless money substitutes such as 
manufacturers’ pay checks, cashiers? checks, clearing house loan 
certificates, etc., were employed. The levying by the Board of a 
tax on the amount of Federal Reserve notes issued in excess of 
those covered by gold might also tend towards a credit con- 


ae In this connection, see Fisher, The Purchasing Power of Money, pp. 
9-53. 

12 A withdrawal of gold and lawful money from the Reserve Banks 
would cause the reserves to decline much more rapidly than the issuance 
_ Of a similar amount of Federal Reserve notes, Thus if a Reserve Bank 

had two billions of dollars of liabilities and one billion dollars of reserve 
funds, an increase of 500 millions in the liabilities would cause the re- 
Serve percentage to decline from 50% to 40%; but the withdrawal of 500 
millions of dollars of reserve funds would cause the reserve percentage 
to fall from 50% to 3314%. 

13 The danger of applying this method in bringing about a credit con- | 
traction is that it might check the upward movement suddenly and cause 
such a breakdown in the credit machinery as to precipitate a panic, 


y 
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traction if this tax were passed on by the Reserve Banks to the 
rediscounting banks in, the form of higher discount rates. The 
Act does not stipulate, however, that this tax should be added to 
the discount rate. Conceivably the Federal Reserve Banks, 
themselves, might absorb this tax as was so often done in the 
case of the tax imposed on a deficiency of the Reichsbank’s 
reserves. 


THE REDISCOUNT PROVISIONS OF THE FEDERAL RESERVE ACT 


The provisions in the Act relating to the Bank rate have been 
covered. It has become rather traditional to look upon the 
Bank rate as par excellence the best regulator of credit expan- 
sion. Not sufficient attention has been devoted to the relation- 
ship between the control of credit and the requirements govern: 
ing the eligibility of paper presented for rediscount.‘* The 
stricter the eligibility requirements the smaller becomes the volume 
of paper potentially rediscountable at the Reserve Banks. 
The stricter the eligibility requirements then the less would be 
the capacity of the Reserve Banks to expand unless the standards 
of commercial paper should be raised to meet the reauirements. 
The provisions of the Act outlining the requirements which paper 
eligible for rediscount must meet will be presented at this point. 

The Purpose of Rediscounting. If any idea may be consid- 
ered as fundamental to the Federal Reserve Act it is that of 
coéperative action. Through coédperative action on the part of 
the member banks and of the Reserve Banks were the defects of 
the old National Banking System, immobility of reserves and in- 
elasticity of bank notes and deposit credits, to be corrected. 
Through permitting and providing for the rediscounting of 
eligible paper, the banking resources of the member banks are 
rendered mobile as within each Reserve district. The member 
banks deposit with the Reserve Bank in question, a vart of their 
resources which is then used as a basis for credit extensions 

14 “The kind of paper made acceptable for rediscount under the decree of 
the Federal Reserve Board is all-important. The essential point in the 
new law is the distinction between mercantile and investment paper. It 
was not intended that the paper presented for rediscount should have 
been drawn to earry stocks, bonds, etc., or goods in warehouse held for 
higher prices; nor to aid in securing capital for fixed investment in irriga- 
‘tion. water-power, street-railway, manufacturing plant or similar pur- 


poses. On the other hand, it was intended to encourage the movement of 
goods from the producer to the consumer.” Laughlin, The Banking and 


Currency Act of 1918, p. 424. 
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to those among them which require it by reason of seasonal or 
other needs. Through inter-district rediscounting, codperative 
action is provided among the Reserve Banks and the banking 
resources are made mobile as within the nation. 

To insure impartiality in extensions of credit to member banks, 
Section 4 of the Act directs that. the board of directors of 
each Reserve Bank shall 


administer the affairs of said bank fairly and impartially and with- 
out discrimination in favor of or against any member bank or banks 
and shall, subject to the provisions of law and the orders of the 
Federal: Reserve Board, extend to each member bank such dis- 
counts, advancements and accommodations as may be safely and 
reasonably made with due regard for the claims and demands 
of other member banks. 


Governor Harding explained the meaning of this section in the 
following terms before the Joint Commission of Agricultural 
Inquiry: 


This means that if the directors of any Federal reserve bank, 
through prejudice or for any other reason, wanted to refuse rea- 
sonable and proper discounts which might safely be made to a 
member bank—that is, if they were prejudiced against that bank 
and should refuse reasonable and proper discounts which might 
safely be made to that bank—then that bank could take an appeal 
to the Federal Reserve Board, and the Federal Reserve Board 
could order the Federal reserve bank to discount for that bank, if 
it had good and eligible paper to offer. 


Section 13 


The provisions in the Act governing intra-district rediscounting 
follow: 


Upon the indorsement of any of its member banks, with a waiver 
of demand, notice and protest by such bank, any Federal reserve 
bank may discount notes, drafts, and bills of exchange arising out 
of actual commercial transactions; that is, notes, drafts, and bills 
of exchange issued or drawn for agricultural, industrial or com- 
mercial purposes, or the proceeds of which have been used, or are to 
be used, for such purposes, the Federal Reserve Board to have the 
15 Part 13, p. 278, 
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right to determine or define the character of the paper thus eligible 
for discount, within the meaning of this act. Nothing in this act 
contained shall be construed to prohibit such notes, drafts, and bills 
of exchange, secured by staple agricultural products, or other goods, 
wares, or merchandise from. being eligible for such discount; but 
such definition shall not include notes, drafts, or bills covering 
merely investments or issued or drawn for the purpose of carrying 
or trading in stocks, bonds, or other investment securities, except 
bonds and notes of the Government of the United States. Notes, 
drafts, and bills admitted to discount under the terms of-this para- 
graph must have a maturity at the time of discount of not more 
than ninety days: Provided, That notes, drafts, and bills drawn 
or issued for agricultural purposes or based on live stock and having 
a maturity not exceeding six months may be discounted in an 
amount to be limited to a percentage of the capital of the Federal 
reserve bank, to be ascertained and fixed by Federal Reserve 
Board."® 

Any Federal reserve bank may discount acceptances which are 
based on the importation or exportation of goods and which have 
a maturity at time of discount of not more than three months, and 
indorsed by at least one member bank. The amount of acceptances 
so discounted shall at no time exceed one-half the paid-up capital 
stock and surplus of the bank for which the rediscounts are made. 

The aggregate of such notes and bills bearing the signature or 
indorsement of any one person, company, firm or corporation re- 
discounted for any one bank shall at no time exceed ten per centum 
of the unimpaired capital and surplus of said bank; but this re- 
‘striction shall not apply to the discount of bills of exchange drawn 
in good faith against actually existing values. 

The rediscount by any Federal reserve bank of any bills receivable 
and of domestic and foreign bills of exchange, and of acceptances au- 
thorized by this act, shall be subject to such restrictions, limitations, 
and regulations as may be imposed by the Federal Reserve Board. 


Analysis of Section 13. Section 13 of the Federal Reserve 
Act does two things: in the first place, it definitely declares 
certain types of paper ineligible for discount, and in the second 
place, it describes in a general way the paper that is to be 

16 No limit has been imposed on the amount of single-name paper which 
a Federal Reserve Bank may discount though there was some talk of doing 
this before the Reserve Banks opened. See, First Annual Report of the 
Federal Reserve Board, pp. 152-155. 
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eligible.*” Notes, drafts and bills are ineligible if the proceeds 
are to be used for permanent or fixed investments of any kind, 
such as land, buildings or machinery, or for speculative purposes. 
Likewise, paper is excluded which has been issued or drawn for 
the purpose of trading in stocks, bonds and investment securities 
other than in the bonds and notes of the United States. Eligible 
paper is defined as that arising from actual commercial transac- 
tions; that is, notes issued or drawn for agricultural, commercial 
or industrial purposes, or the proceeds of which have been or are 
to be used for such purposes.18 Paper other than that based on 
agricultural or live stock transactions must have a maturity at 
time of discount of not more than ninety days. The latter was 


17 Kven though a bill or a note may technically be eligible for dis- 
count, a Reserve Bank is under no obligaion to rediscount it but may use 
its discretionary power. (Federal Reserve Bulletin, 1920, p. 1301.) 

18In defining paper eligible for discount, the Act determines the upper 
limit of the volume of Federal Reserve notes to be issued, assuming that 
such notes are all issued on eligible paper as defined above and assuming 
that the price level remains the same. 


A good discussion of eligible paper may be found in Powell, Eligibility 
for Discount. 

In the Federal Reserve Bulletin for December, 1920, pp. 1802-1303, the 
Board in a formal ruling distinguished between commercial and agricul- 
tural paper as follows: 

Distinction between Agricultural Paper and Commercial Paper.—The 
purchase and gale of any articles or commodities including agricultural 
products is a commercial rather than an agricultural transaction. Conse- 
quently the note of a dealer, whether it is given in payment for articles or 
commodities purchased for resale or is discounted by the dealer at his bank 
to provide funds with which to purchase such articles or commodities, 
can be eligible for rediscount only as commercial paper, even though the 
articles or commodities will] be used by the ultimate purchasers for agri- 
cultural purposes. Such a note can be eligible for rediscount, therefore, 
e of rediscount of not more than 
r, given in payment for articles or 


d investments. So, also, of course, 
, discounted by him at his local bank for the purpose 
of providing funds to purchase such articles or commodities, may be 
paper when it has a maturity at 
n six months. Since the purchase 
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permitted a life of six months in order to quiet criticism from ag- 
ricultural interests. Summing up, Section 13 prescribes that 
paper eligible for discount must have arisen from some agri- 
cultural, industrial, or commercial transaction; that it must bear 
the endorsement of a member bank; that it must comply with the 
rules and regulations of the Reserve Board, and that it must 
mature within a specified time. Paper which has arisen from 
speculative transactions is prohibited as well as paper, excepting 
that drawn as a result of trading in Government securities, aris- 
ing from investment operations. 

Amendments to Section 13. Section 13 has been amended 1° 
frequently since the passage of the Act. On March 3, 1915, 
it was amended so as to permit the Federal Reserve Board, at 
its discretion, to increase to 100% of the paid-up and unimpaired 
capital stock and surplus of a member bank the amount of accept- 
ances, based on the importation or exportation of goods, which 
it might accept. A Federal Reserve Bank might rediscount 
such paper if endorsed by at least one member bank, and if 
having a maturity at time of discount of not more than three 
months. On September 7, 1916, the following amendments 
were adopted: °° 


1) the indorsement by a member bank of notes, drafts and bills 
was henceforth to be deemed as a waiver of demand, notice and 
protest as to its indorsement. Prior to this amendment mem- 
ber banks were required to execute waivers of demand, notice and 
. protest. 

2) notes, drafts and bills based on commercial and industrial trans- 
actions were to have a maturity of not more than 90 days exclusive 
of days of grace and paper based on agricultural transactions or 
on live stock, a maturity of six months exclusive of days of grace. 
The original act had not stated whether the life of the paper, 
eligible for discount, included the days of grace or not. 

3). the aggregate of notes, drafts and bills of exchange bearing the 
signature of any one borrower (other than bills of exchange drawn 
in good faith against actually existing values), which might be dis- 
counted by a Reserve Bank for a member bank, was limited to 10 
per cent of the unimpaired capital and surplus of the member bank, 


49 For a summary of all the amendments to the Federal Reserve Act, 
see Seventh Annual Report of the Federal Reserve Board, 1920, pp. 316- 
326. 

20The act of September 7, 1916, is printed in the Federal Reserve 
Bulletin, 1916, p. 489. 
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Prior to this amendment, Federal Reserve Banks were not per- 
mitted to discount notes or bills bearing the signature or indorse- 
ment of any one person, company, firm, or corporation to an amount 
in excess of 10 per cent of the capital and surplus of the member 
bank, whether such person, firm, or corporation was a borrower or 
not. 

4) the total amount of paper having a maturity of six months that 
might be discounted by a Reserve Bank was to be limited to a cer- 
tain percentage of the total assets of the Reserve Bank. Prior 
to this amendment such paper was limited to a certain percentage 
of the capital of a Reserve Bank instead of to its total assets. 

5) this act further amended Section 13 so as to authorize Federal 
Reserve Banks to make advances to member banks on their promis- 
sory notes for periods not exceeding 15 days ** secured by notes, 
drafts, bills of exchange or bankers’ acceptances eligible for redis- 
count or purchase, or by bonds and notes of the United States.” 
6) inasmuch as this act permitted the member banks to accept 
drafts or bills of exchange growing out of transactions involving 
the domestic shipment of goods or drawn to furnish dollar exchange, 
the Reserve Banks were authorized to discount such acceptances if 
they had a maturity of not more than three months’ sight exclusive 


of days of grace and if they were indorsed by at least one member 
bank. 


Changes Made by the Agricultural Credits Act. Section 
13 was amended in many important particulars by the Agricul- 
tural Credits Act approved on March 4, 1923. In the first place 
the notes, drafts and bills of exchange of factors making ad- 
vances exclusively to producers of staple agricultural products 
in their raw state were made eligible provided that they matured 
within ninety days exclusive of days of grace. In addition to 


21One member bank acting through another may obtain the discount 
of its paper secured by Government bonds for a period as long as ninety 
days, although a member bank acting alone may not tender its collateral 
note to its Federal Reserve Bank which runs for more than 15 days. 

22 When this amendment was adopted, September 7, 1916, the public 
debt was quite small, some 1190 millions of dollars, and as 700 millions of 
dollars had already been used as a basis for the issue of National Bank 
notes, it was not anticipated that a very large amount of notes 
would be rediscounted which had been drawn for the purpose of trading 
in the obligations of the United States Government, or that the advances 
made to member banks on their promissory notes secured by government, 
obligations would be very large. This amendment was recommended by 
the Board in its Second Annual Report, ps 2232 
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this change the Reserve Banks were permitted to discount or 
purchase bills of exchange payable at sight which were drawn 
to finance the shipment of agricultural products and were also per- 
mitted to discount acceptances arising from agricultural purposes 
which had a life of six months exclusive of days of grace. These 
amendments are inserted in full: 


Upon the indorsement of any of its member banks, which shall 
be deemed a waiver of demand, notice, and protest by such bank 
as to its own indorsement exclusively, and subject to regulations 
and limitations to be prescribed by the Federal Reserve Board, any 
Federal reserve bank may discount or purchase bills of exchange 
payable at sight or on demand which are drawn to finance the 
domestic shipment of nonperishable, readily marketable staple ag- 
ricultural products and are secured by bills of lading or other 
shipping documents conveying or securing title to such staples: 
Provided, That all such bills of exchange shall be forwarded 
promptly for collection, and demand for payment shall be made with 
reasonable promptness after the arrival of such staples at their des- 
tination: Provided further, That no such bill shall in any event be 
held by or for the account of a Federal reserve bank for a period in 
in excess of 90 days. In discounting such bills Federal reserve 
banks may compute the interest to be deducted on the basis of the 
estimated life of each bill and adjust the discount after payment 
of such bills to conform to the actual life thereof. 


Any Federal reserve bank may discount acceptances of the kinds 
hereinafter described, which have a maturity at the time of discount 
of not more than 90 days’ sight, exclusive of days of grace, and 
which are indorsed by at least one member bank: Provided, That 
such acceptances if drawn for an agricultural purpose and secured 
at the time of acceptance by warehouse receipts or other such docu- 
ments conveying or securing title covering readily marketable 
staples may be discounted with a maturity at the time of discount 
of not more than six months’ sight exclusive of days of grace. 


The same measure added an entirely new section. This (Sec- 
tion 13a) deals wholly with the eligibility of agricultural paper. 


See. 13a. Upon the indorsement of any of its member banks, 
which shall be deemed a waiver of demand, notice, and protest by 
such bank as to its own indorsement exclusively, any Federal reserve 
bank may, subject to regulations and limitations to be prescribed by 


144 FEDERAL RESERVE ACT 


the Federal Reserve Board, discount notes, drafts, and bills of 
exchange issued or drawn for an agricultural purpose, or based 
upon live stock, and having a maturity, at the time of discount, 
exclusive of days of grace, not exceeding nine months, and such 
notes, drafts, and bills of exchange may be offered as collateral 
security for the issuance of Federal reserve notes under the pro- 
visions of section 16 of this Act: Provided, That notes, drafts, 
and bills of exchange with maturities in excess of six months shall 
not be eligible as a basis for the issuance of Federal reserve notes 
unless secured: by warehouse receipts or other such negotiable 
documents conveying or securing title to readily marketable staple 
agricultural products or by chattel mortgage upon live stock which 
is being fattened for market. 

That any Federal reserve bank may, subject to regulations and 
limitations to be prescribed by the Federal Reserve Board, re- 
discount such notes, drafts, and bills for any Federal Intermediate 
Credit Bank, except that no Federal reserve bank shall rediscount 
for a Federal Intermediate Credit Bank any such note or obliga- 
tion which bears the indorsement of a non-member State bank or 
trust company which is eligible for membership in the Federal 
reserve system, in accordance with section 9 of this Act. 

Any Federal reserve bank may also buy and sell debentures and 
other such obligations issued by a Federal Intermediate Credit 
Bank or by a National Agricultural Credit Corporation, but only to 
the same extent as and subject to the same limitations as those 
upon which it may buy and sell bonds issued under Title I of the 
Federal Farm Loan Act. 

Notes, drafts, bills of exchange or acceptances issued or drawn 
by codperative marketing associations composed of producers of 
agricultural products shall be deemed to have been issued or drawn 
for an agricultural purpose, within the meaning of this section, if 
the proceeds thereof have been or are to be advanced by such 
association to any members thereof for an agricultural purpose, or 
have been or are to be used by such association in making payments 
to any members thereof on account of agricultural products de- 
livered by such members to the association, or if such proceeds 
have been or are to be used by such association to meet expenditures 
incurred or to be incurred by the association in connection with the 
grading, processing, packing, preparation for market, or marketing 
of any agricultural product handled by such association for any of 
its members: Provided, That the express enumeration in this par- 
agraph of certain classes of paper of cooperative marketing asso- 
ciations as eligible for rediscount shall not be construed as render- 
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ing ineligible any other class of paper of such associations which is 
now eligible for rediscount. 

The Federal Reserve Board may, by regulation, limit to a per- 
centage of the assets of a Federal reserve bank the amount of notes, 
drafts, acceptances, or bills having a maturity in excess of three 
months, exclusive of days of grace, which may be discounted by such 
bank, and the amount of notes, drafts, bills, or acceptances having a 
maturity in excess of six months, but not exceeding nine months, 
which may be rediscounted by such bank. 


Rediscounts for Member State Banks. By an act passed 
on June 21, 1917, Section 9 of the original Act which had to 
do with the admission of state banks into the System was amended 
to read in part as follows: 


That no Federal reserve bank shall be permitted to discount for 
any State bank or trust company notes, drafts, or bills of exchange 
of any one borrower who is liable for borrowed money to such 
State bank or trust company in an amount greater than ten per 
centum of the capital and surplus of such State bank or trust 
company, but the discount of bills of exchange drawn against 
actually existing value and the discount of commercial or business 
paper actually owned by the person negotiating the same shall not 
be considered as borrowed money within the meaning of this section. 
The Federal reserve bank, as a condition of the discount of notes, 
drafts, and bills of exchange for such State bank or trust company, 
shall require a certificate or guaranty to the effect that the bor- 

- rower is not liable to such bank in excess of the amount provided 
by this section, and will not be permitted to become liable in excess 
of this amount while such notes, drafts, or bills of exchange are 
under discount with the Federal reserve bank. 


This clause in Section 9 was amended a second time on July 1. 
1622, to read as follows: 


That no Federal reserve bank shall be permitted to discount for 
any State bank or trust company notes, drafts, or bills of exchange 
of any one borrower who is liable for borrowed money to such 
State bank or trust company in an amount greater than that which 
could be borrowed lawfully from such State bank or trust company 
were it a national banking association.”* 


23'This amendment. may be found in the Federal Reserve Bulletin, 
August 1922, p. 933. 
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Section 9 as amended on June 21, 1917, contained language 
intended to be identical with Section 5200 of the Revised Statutes 
which governs the loaning powers of National Banks. It was 
observed that if changes were later made in Section 5200 without 
corresponding changes in Section 9 of the Federal Reserve Act, 
a discrepancy would occur and national and state banks would 
be placed on a different basis. The-effect of the amendment of 
July 1, 1922, was to place both national and state banks on the 
same footing, in case changes should at any future time be made 
in Section 5200. 

Rediscounts of War Paper until October 31, 1921. In 
order to facilitate the sale of Liberty bonds and of certificates 
of indebtedness subsection 11 (m) of the original Act was 
stricken out by an act passed on March 8, 1919, and the fol- 
lowing section substituted which permitted a Reserve Bank to 
discount for any member bank notes bearing the signature or 
indorsement of any one borrower in excess of 10% of the member 
bank’s capital and surplus but not to exceed 20% provided that 
the amount in excess of 10% of the member bank’s capital and 


surplus be secured by obligations of the United States issued 
since April 24, 1917: 


Upon the affirmative vote of not less than five of its members, the 
Federal Reserve Board shall have power to permit Federal 
reserve banks to discount for any member bank notes, drafts, or 
bills of exchange bearing the signature or indorsement of any one 
borrower in excess of the amount permitted by section nine and 
section thirteen of this Act, but in no case to exceed twenty per 
centum of the member bank’s capital and surplus: Provided, how- 
ever, That all such notes, drafts, or bills of exchange discounted 
for any member bank in excess of the amount permitted under such 
sections shall be secured by not less than a like face amount of 
bonds or notes of the United States issued since April twenty- 
fourth, nineteen hundred and seventeen, or certificates or indebted- 
ness of the United States: Provided further, That the provisions 


of this subsection (m) shall not be operative after December thirty- 
first, nineteen hundred and twenty. 


By an act approved on February 27, 1921, the provisions 


of this subsection were amended slightly and extended until 
October 31, 1921: . 


Upon the affirmative vote of not less than five of its members the 
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Federal Reserve Board shall have power to permit Federal reserve 
banks to discount for any member bank notes, drafts, or bills of 
exchange bearing the signature or indorsement of any one bor- 
rower in excess of the amount permitted by section 9 and section 
13 of this Act, but in no case to exceed 20 per centum of the 
member bank’s capital and surplus: Provided, however, That all 
such notes, drafts, or bills of exchange discounted for any mem- 
ber ‘bank in excess of the amount permitted under such sections 
shall be secured by not less than a like face amount of bonds or 
notes of the United States issued since April 24, 1917, for which 
the borrower shall in good faith prior to January 1, 1921, have 
paid or agreed to pay not less than the full face amount thereof, or 
certificates of indebtedness of the United States: Provided 
further, That the provision of this subsection (m) shall not be 
operative after October 31, 1921. 


This section was not extended again as its purpose in assisting 
the public to absorb government securities had been ac- 
complished. 

Member Bank as Agent. By a clause in Section 19 of the 
original act, no member bank was to 


act as a medium or agent of a non-member bank in applying for or 
receiving discounts from a Federal reserve bank under the pro- 
visions of this Act, except by permission of the Federal Reserve 
Board.”* 


. * Notes Secured by the Bonds of the War Finance Corpora- 

tion. Section 13 of the War Finance Corporation Act,”° ap- 
proved April 5, 1918, authorized the Reserve Banks to discount 
the direct obligations of member banks, subject to the maturity 
limitations of the Federal Reserve Act, which were secured by 
bonds of the War Finance Corporation. Notes secured in this 


247f a member bank acquires paper from a non-member with the intent 
of rediscounting this at its Reserve Bank and reloaning the proceeds to 
the non-member bank, the rediscount is not aecepted. If, on the other 
hand, a member bank had in good faith, with no intent then of re- 
discounting them, acquired from a non-member bank notes which are 
eligible for rediscount and if such notes were held as a part of the 
assets of the member bank, there would seem to be no objection to the 
Federal Reserve Banks accepting such rediscounts, provided the officers 
are satisfied that the transaction is a bona fide one. (Federal Reserve 
Bulletin, 1915, p. 213.) 

25 This act may be found in the Federal Reserve Bulletin, 1918, pp. 300- 
508. 
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manner might be used as a basis for the issue of Federal Reserve 
notes. If so used the Federal Reserve Board was permitted to 
make a special interest charge on such notes, a charge which 
need not be applicable to other Federal Reserve notes. Accom- 
modation extended by the Reserve Banks on the notes of member 
banks secured in this manner was to be made at a rate of interest 
1% above that charged on commercial paper of correspond- 
ing maturities.*° The discount rates, which had been established 
on the notes of member banks secured by bonds of the War 
Finance Corporation, were discontinued on April 1, 1920, as 
all of the outstanding bonds matured on that date.?? 

Inter-District Rediscounting. By Section 11, Clause B, of 
the Reserve Act the Board is empowered to require one Reserve 
Bank to rediscount the discounted paper of another whenever 
this may be necessary by reason of seasonal or unusual needs. 
The Board is authorized to: 


permit, or, on the affirmative vote of at least five members of the 
Reserve Board to require Federal reserve banks to rediscount the 
discounted paper of other Federal reserve banks at rates of. in- 
terest to be fixed by the Federal Reserve Board.?® 


As Governor Harding stated before the Joint Commission of 
Agricultural Inquiry there is nothing in the Act to prevent one ° 
Reserve Bank from obtaining an advance directly from another. 


26 Governor Harding explains the reason for this higher interest charge 
in, Reviving the Activities of the War Finance Corporation, August 9, 
1921, p. 6. 

27 Seventh Annual Report of the Federal Reserve Board, p. 63. 

28 When asked his opinion as to the advisability of giving the Board’ 
power to compel one Federal Reserve Bank to rediscount the paper of an- 
other, Mr. C. A. Conant replied, “The power of compulsion upon one re- 
serve bank to rediscount. for another, I think, is of very doubtful pro- 
priety. As a matter of fact, I do not imagine, whether it is in the law 
or not, that it will make much difference. The Federal Reserve Associa- 
tion, if it is composed of the right. class of men, will cooperate with the 
directing boards of the Federal reserve banks, and the situation will be 
unusual which would lead the Federal reserve board, in the manner re- 
quired in this bill, to direct a Federal reserve bank to rediscount for an- 
other bank when the bank so directed was opposed to doing it.” Senate 
Document No. 232, 63rd Congress, Ist Session, p. 1408. Discount rates 
on rediscounting operations between Federal Reserve Banks are fixed 
by the Board. “One of the considerations which influences the Board in 
fixing these rates is that the borrowing bank shall not make a profit on 
the rediscounting operation by being permitted to borrow at a lower rate 
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However, the Board requested a number of years ago that they 
be consulted in all questions of inter-district rediscounting.2® 
This the Board deemed necessary in order that they might 
allocate the reserves equitably, and that they might keep in 
close touch with banking developments in each district. Up to 
the present time the Board has never been compelled to force 
one Reserve Bank to extend funds to another. The Banks have 
completely codperated with the Board. 

Regulations and Rulings of the Board. While the above 
sections in the Federal Reserve Act and other acts define eligible 
paper in general terms, they do not and could not list all trans- 
actions which might be considered as commercial, industrial or 
agricultural. For instance, would the note of a farmer, the 
proceeds of which are to be used in purchasing a tractor, be con- 
sidered as agricultural paper? To determine such questions, 
the Federal Reserve Board is empowered by Section 13 to define 
the character of paper made eligible for discount within the 
meaning of the Act. Subject then to the limitations of the Act 
the Board possesses full latitude in defining eligible paper. “It 
was a power,” so H. Parker Willis declares, “of the first mag- 
nitude, practically conferring upon the Board the authority to 
determine the distribution of credit in the United States and in 
a certain sense to fix the cost of such credit. The importance 
of this power could not be overestimated.” *° 

In drafting its regulations the Board had to decide a number 
of highly important questions. In the first place it had to decide 
whether it should define commercial paper in the sense it is 
commonly employed (single-name paper) or whether an attempt 
should be made to change this definition. Another question which 
had to be settled was whether rediscounted paper should be 
treated differently from paper purchased in the open market. 
Then too commercial, agricultural and industrial transactions 
must be defined. Also the problem had to be settled whether any 
distinction should be drawn between paper that arises from such 
transactions and paper the proceeds of which are to be employed 
in such transactions. 


than the rate it charges its own member banks, and generally, therefore, 
the Board has fixed the rates on inter-reserve bank rediscounts at least 
as high as the discount rates of the borrowing banks then in effect.” 

2° Hearing before the Joint Commission of Agricultural Inquiry, Part 
13. pp. 273 and 276. 

30 Willis, The Federal Reserve System, Pp. 906. 
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As a result of its deliberations the Board came to the follow- 
ing general conclusions: ** 


1) the act intended and good banking requirements demanded that 
eligible paper should be “liquid.” 

2) the supply of double-name paper was entirely inadequate to be 
used as the basis for an elastic currency and inasmuch as the act 
authorized the rediscounting of both single-name and two-name 
paper, single-name paper must be admitted to discount. 

3) the act required as nearly as possible that an absolutely uniform 
standard of eligibility be applied-in all parts of the country. 

4) the act made it mandatory to discount for member banks pro- 
vided that they furnish satisfactory paper and provided that this 
could be done without injustice to the other members. 


From time to time, the Board has issued regulations °? in 


31 Willis, The Federal Reserve System, pp. 906-907. 
32 The following regulations have been issued: 
1. Regulations 1-9, Series of 1914. First Annual Report of the Fed- 
eral Reserve Board, pp. 57-63. 
2. Regulations -A-S, Series of 1915. 
A-K in the Federal Reserve Bulletin, 1915, p. 36. 
L “ 


Wt 

M o p. 145. 
Ni < p. 148. 
Oo ‘ = Dipole: 

P “ p. 216. 
Q-R a p. 310. 
8 ff p. 434. 


3. Regulations A-J, Series of 1916. 
Federal Reserve Bulletin, 1916, p. 530. 
4. Regulations A-J, Series of 1917. 
Federal Reserve Bulletin, 1917, p. 539. 
5. Regulation F, Series of 1919. 
Federal Reserve Bulletin, 1919, p. 488. 
6. Regulations A-L, Series of 1920. 
Federal Reserve Bulletin, 1920, p. 1179. 
7. Regulation B, Series of 1921. 
Federal Reserve Bulletin, 1921, p. 545. 
8. Regulation A, Series of 1922. 
Federal Reserve Bulletin, 1922, p. 433. 
9. Regulations A-L, Series of 1923. 
Issued July 10, 1923. : 
Though the eligibility of paper offered to a Reserve Bank is outlined 
by the provisions of the Act and by the regulations and rulings of the 
Board, made under the authority of the Act, the actual determination 
of the eligibility of paper offered is left to the separate Reserve Banks. 
In Letter No. 9, p. 96,\ entitled Rediscounts for Member Banks, sent out 
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pursuance of the provisions of the Act. In addition to pro- 
mulgating these formal regulations, the officers of the Board and 
the counsel have, on various occasions, in response to inquiries 
regarding the eligibility of particular pieces of paper, delivered 
pope rulings which are recorded in the Federal Reserve Bul- 
etin. 


Circular Letter No. 13. On November 10, 1914, the Board 
issued, for the first time, in the form of a circular letter to all 
the Reserve Banks, suggestions governing their rediscounting 
operations.*> The Banks were directed, first of all, not to re- 
discount any note, draft or bill, the proceeds of which had been 
or were to be used for mere investment ** or speculative purposes. 
Double-name paper, drawn on a purchaser against an actual sale 
of goods afforded, the circular stated, prima-facie evidence of 
the character of the transaction from which it arose. This was 
not true of single name paper, the character of the underlying 
transaction was not so manifest. Each Federal Reserve Bank 
was therefore instructed to require member banks, before re- 
discounting their single name paper, to examine the financial 
statement of the maker with great care and to stamp on the 
note the statement that such paper was eligible for discount.*° 


by the Richmond Federal Reserve Bank, there are enumerated the ques- 
tions which officers of Reserve Banks must decide in passing upon eligible 
paper :— 

(a) Is the paper eligible under the law and regulations of the Board? 

(b) Is the obligation good and presumably collectible at maturity? 

(c) Is the applying bank entitled to the accommodation applied for in 
addition to what it already has? 

(d) If the line of the applying bank is already full, do circumstances 
and conditions warrant the member bank in asking for an increase and 
the Reserve Bank in allowing an increase? 

(e) Can the increase be granted with due regard to the claims and de- 
mands of other member banks? 

38 First Annual Report of. the Federal Reserve Board, p. 183. The Or- 
ganization Committee had spent considerable time on the problem of 
defining eligible paper, enlisting the aid of some of the Clearing Houses 
of the country in reaching its decision. See The Federal Reserve Banker, 
March 1914, pp. 9-11. 

34 Inasmuch as any funds employed in agriculture, commerce or in- 
dustry are quasi-investments, particular emphasis was to be attached to 
the word “mere.” 

35'Phe Board held that the financial statement of the borrower was 
essential in determining, by comparing current assets to current, liabilities, 
whether the proceeds of a promissory note, which had been discounted 
by a member bank and presented by that bank for rediscount, had 
likely been used for liquid purposes. See Willis, The Federal Reserve, 
p. 187. 
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The Reserve Banks, in the second place, were cautioned to dis- 
tribute evenly the maturities of the discounted paper so that 
approximately one-third would mature within each thirty-day 
period. This, so the letter read, would enable the Reserve Banks 
“to strengthen their hold on the general money market by collect- 
ing at maturity or by reinvesting at a higher rate a very 
substantial proportion of their assets. . . . It is observance of 
this principle that affords justification for permitting member 
banks to count balances with Federal reserve banks as the 
equivalent of cash reserves.” *® The Reserve Banks were in- 
formed, in the third place, that the rediscounted bills should be 
self-liquidating,** ‘‘should represent in every case some distinct 
step or stage in the productive or distributive process—the 
progression of goods from producer to consumer.” The recom- 
mendations of the Board as contained in this circular were later 
embodied in a series of. regulations issued to the Reserve Banks. 

Circular Letter No. 13 Abandoned. The Board found it 
necessary to modify and amplify these regulations early in 1915 
though the basic principles governing the rediscounting opera- 
tions as contained in the Circular were not abandoned. The 
regulations were found to be unacceptable. Borrowers in country 
sections ** were unable to provide the elaborate financial state- 
ments called for and many borrowers in commercial centers were 
unwilling. Experience proved that this Circular was in advance 
of the times with its “more or less stereotyped method of judging 
the financial responsibility of applicant banks and of their bor. 
rowers,” 39 

On the 25th of January, 1915, Circular Letter No. 13 was 


superseded by Regulation B, Series of 1915, which modified it in 
the following particulars: 4° 


36 First Annual Report of the Federal Reserve Board, p. 183. 

87 Dr. Willis, formerly Secretary of the Federal Reserve Board, has de- 
fined self-liquidating as “the sale of goods or the consummation of the 
transactions for which the money has been borrowed will result in pro- 
viding the means to settle the account when the time comes.” The Fed- 
eral Reserve, p. 189. 

88'The impression prevailed among country bankers that little, if any 
of the paper they held would be eligible and that ‘onerous requiremeats 
with regard to borrowers’ statements would be insisted upon.” 
Second Annual Report of the Federal Reserve Board, p. 160. 

39 Willis, The New Banking System, p. 595. 

40 Conway, The Influence of the Federal Reserve 
Borrowing, p. 282. ) 


See 


Act upon Commercial 
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(a) In ease the paper offered by a member bank for rediscount did 
not exceed $5000 in amount or 10% of the capital and surplus of the 
member bank, financial statements covering the names to the paper 
would not have to be filed. The member bank was simply to 
certify that the paper was eligible. 

(b) In case the paper of the same borrower was presented for 
rediscount at more than one Federal Reserve Bank, a financial 
statement covering his condition would have to be filed at only 
one of the Regional Banks. 


Definition of a Note, Draft, or Bill Eligible for Rediscount. 
The most recent series of regulations governing rediscounts was 
issued by the Board on July 10, 1923.*' After reviewing the 
statutory provisions in the Act, the Board defined a note, draft 
or bill of exchange eligible for rediscount as one, 


1) that ihas a definite maturity at the time of discount of not more 
than ninety days, exclusive of days of grace; except that if drawn 
or issued for an agricultural purpose or based on live stock, it may 
have a maturity at the time of discount of not more than nine 
months, exclusive of days of grace, and except that certain bills of 
exchange payable at sight are eligible even though they have no 
maturity date. 

2) that has been issued or drawn for an agricultural, industrial, or 
commercial purpose, or the proceeds have been used or are to be 
used for such a purpose, or it is a note, draft, or bill of exchange 
of a factor issued as such making advances exclusively to pro- 
ducers of staple agricultural products in their raw state. 

3) that it was not issued for carrying or trading in stocks, bonds, 
or other investment securities, except bonds or notes of the Gov- 
ernment of the United States. 

4) that the aggregate of notes, drafts, and bills bearing the sig- 
nature or indorsement of any one borrower, whether a person, 
company, firm, or corporation, discounted for any one member bank, 
whether state or national, shall at no time exceed 10 per cent of 
the unimpaired capital and surplus of such bank; but this restric- 
tion shall not apply to the discount of bills of exchange drawn in 
good faith against actually existing values. 

41In its Second Annual Report (p. 10) the Board stated that ‘‘the 


regulations of the Board have been prepared with a view to the necessities 
of practically every part of the country, including both agricultural and 


city constituencies.” 
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5) that it is indorsed by a member bank. 
6) that it conforms to all applicable provisions of the regulation. 


Exercising its statutory rights to define the character of a note, 
draft, or bill of exchange eligible for discount at a Reserve Bank 
the Board determined that: 


1) it must be a negotiable note, draft, or bill of exchange which has 
been issued or drawn, or the proceeds of which have been used or 
are to be used in the first instance, in producing, purchasing, carry- 
ing, or marketing goods ** in one or more of the steps of the process 
of production, manufacture, or distribution, or for the purpose of 
carrying or trading in bonds or notes of the United States, and the 
name of a party to such transaction must appear upon it as maker, 
acceptor or indorser. 

2) it must not be a note, draft, or bill of exchange the proceeds 
of which have been or are to be advanced or loaned to some other 
borrower. This does not apply to the paper of codperative market- 
ing associations or to factors’ paper. 

3) it must not be a note, draft, or bill of exchange the proceeds 
of which have been used or are to be used for permanent or fixed 
investments of any kind, such as land, buildings, or machinery, or 
for any other capital purpose. 

4) it must not be a note, draft, or bill of exchange the proceeds: of 
which have been used or are to be used for investments of a purely 
speculative character. 

5) it may be secured by the pledge of goods or collateral of any 
nature, including paper which is ineligible for discount provided 
it (the note, draft, or bill of exchange) is otherwise eligible. 


The regulations further require that a member bank must accom- 
pany its applications for rediscounts with a certificate stating 
that the notes, drafts or bills presented for rediscount were 
issued for such a purpose as to render them eligible. Member ‘ 
state banks must certify that the borrower is not liable, and 
will not be permitted to become liable during the time his 
paper is held by the Federal Reserve Bank, to such bank for 
borrowed money to an amount greater than that which could be 
borrowed lawfully from such state bank or trust company under 
the terms of Section 5200 of the United States Revised Statutes, 
as amended, were it a national banking association. 


= The word “goods” is construed to mean goods, wares, merchandise and 
agricultural products. Federal Reserve Bulletin, 1922, p. 484. 


GOVERNING THE BANK RATE 155 


Rediscounting of Promissory Notes. A promissory note 
is defined by the regulations as 


an unconditional promise, in writing, signed by the maker, to pay, 
in the United States, at a fixed or determinable future time, a sum 
certain in dollars to order or to bearer. 


In rediscounting promissory notes a member bank must, 


a) certify whether the note offered for rediscount has been dis- 
counted for a depositor other than a bank or for a non-depositor 
and, if discounted for a bank, whether for a member or non- 
member bank. 

b) certify whether a financial statement of the borrower is on 
file or not. A recent financial statement must be on file with the 
discounting member bank in all cases unless: 
1) the note is secured by a warehouse, terminal, or other similar 
receipt covering goods in storage, by a valid prior lien on live 
stock which is being marketed or fattened for market, or by 
bonds or notes of the United States. 
2) the aggregate obligations of the borrower which have been 
offered for rediscount at the Reserve Bank is less than a sum 
equal to 10% of the paid-in capital of the member bank and 
is less than $5000. 
A Federal Reserve Bank may in all cases, at its own discretion, 
require the financial statement of the borrower to be filed.” Che 
statements which are filed must show a reasonable excess of quick 
assets over current liabilities. 


The Rediscounting of Drafts, Bills of Exchange and Trade 
Acceptances. The regulations define a draft or bill of exchange 


as, 


an unconditional order in writing, addressed by one person to an- 
other, signed by the person giving it, requiring the person to whom 
it is addressed to pay in the United States, at a fixed or determin- 
able future time, a sum certain in dollars to the order of a specified 


person; , 


and a trade acceptance is defined as, 


a draft or bill of exchange, drawn by the seller on the purchaser of 
goods sold, and accepted by such purchaser. 
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Before rediscounting drafts or bills of exchange a Federal Re- 
serve Bank may take such steps as it deems necessary to satisfy 
itself as to their eligibility, and may require a recent financial 
statement of one or more parties to the instrument. ‘The draft, 
bill, or trade acceptance should be so drawn as to evidence the 
character of the underlying transaction, but if not so drawn, 
evidence of eligibility may consist of a stamp affixed by the 
acceptor or drawer in a form satisfactory to the Federal Reserve 
Bank. 

Agricultural Paper. The Board has defined agricultural 
paper as, 


a negotiable note, draft, or bill of exchange issued or drawn, or the 
proceeds of which have been or are to be used, for agricultural 
purposes, including the production of agricultural products, the 
marketing of agricultural products by the growers thereof, or the 
carrying of agricultural products by the growers thereof pending 
orderly marketing, and the breeding, raising, fattening, or market- 
ing of live stock, and which has a maturity at the time of discount 
of not more than nine months, exclusive of days of grace. 


and paper of codperative marketing associations as: 


Notes, drafts, bills of exchange, or acceptances issued or drawn by 
coéperative marketing associations composed of producers of agri- 
cultural products are deemed to have been issued or drawn for an 
agricultural purpose, if the proceeds thereof have been or are to 
be— ; 

1) advanced by such association to any member thereof for an 

agricultural purpose, or 

2) used by such association in making payments to any members 

thereof on account of agricultural products delivered by such 

members to the association, or 

3) used by such association to meet expenditures incurred or to — 

be incurred by the association in connection with the grading, 
_ processing, packing, preparation for market, or marketing of any 

agricultural product handled by such association for any of its 

members. 

4) the paper of cooperative marketing associations which have 

been used or are to be used to defray the expenses of organizing 


such associations or are to be used for any permanent or fixed 
investment are not eligible. . { 


Discounts for Federal Intermediate Credit Banks: 
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A Reserve Bank may discount agricultural paper for any Federal 
Intermediate Credit Bank provided that such paper does not bear 
the indorsement of a non-member state bank or trust company 
which is eligible for membership in the Reserve System. In dis- 
counting such paper each Reserve Bank must give preference to 
the demands of its own member banks and shall have due regard 
to their probable future needs. A Reserve Bank is not to dis- 
count paper for any Federal Intermediate Credit Bank when its re- 
serve percentage amounts to less than 50 per cent. The aggregate 
amount of paper discounted by all the Reserve Banks for any one 
Federal Intermediate Credit Bank shall at no time exceed an 
amount equal to the paid-up and unimpaired capital and surplus 
of such Federal Intermediate Credit Bank. 


Limitations on the amount of agricultural paper discounted. 


The Board prescribes no limitation on the aggregate amount of 
notes, drafts, bills of exchange, and acceptances with maturities 
in excess of three months, but not exceeding six months, exclusive 
of days of grace, which may be discounted by any Federal Reserve 
Bank; but the aggregate amount of notes, drafts, bills of exchange, 
and acceptances with maturities in excess of six months, but not 
exceeding nine months, which may be discounted by any Federal 
Reserve Bank shall not exceed 10 per cent of its total assets. 


Sight drafts secured by bills of lading. 


A Reserve Bank may discount for any of its members bills of ex- 
-change payable at sight or demand which 

1) are drawn to finance the domestic shipment of nonperishable, 

readily marketable, staple agricultural products, and 

2) are secured by bills of lading or other shipping documents 

conveying or securing title to such staples. 
All such bills shall be forwarded promptly for payment and de- 
mand for payment made promptly, unless the drawer instructs that 
they be held until arrival of car, in which event they must be pre- 
sented for payment within a reasonable time after notice of arrival 
of such staples at their destination has been received. In no event 
shall any such bill be held by or for the account of a Federal 
Reserve Bank for a period in excess of ninety days. In discount- 
ing such bills Reserve Banks may compute the interest to be de- 
ducted on the basis of the estimated life of each bill and adjust 
the amount thus deducted after, payment of such bills to conform 


to the actual life thereof. a 
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Factors’ paper. 


Notes, drafts, and bills of exchange of factors issued as such for 
the purpose of making advances exclusively to producers of staple 
agricultural products in their raw state are eligible for discount 
with maturities not in excess of ninety days, exclusive of days of 
grace. 


Advances. In furtherance of the provisions of the Act, the 
Federal Reserve Board has ruled that, 


Any Federal reserve bank may make advances to its member banks 
on their promissory notes for a period not exceeding fifteen days, 
provided that they are secured by notes, drafts, bills of exchange, or 
bankers’ acceptances which are eligible for discount or purchase by 
Federal Reserve Banks, or by the deposit or pledge of bonds or notes 
of the United States, or bonds of the War Finance Corporation.** 
A Reserve Bank is permitted to renew the fifteen-day notes of 
its member banks if properly secured, though a Reserve Bank 
must not obligate itself in advance to make any such renewal.*4 
The Board has ruled, however, that such renewals should be the 
exception rather than the rule.** It has also been ruled: by the 
counsel that the Federal Reserve Board may approve a pref- 
erential rate on the notes of member banks secured by govern- 
ment war obligations. In case such obligations are not actually 
owned by the member bank, a Reserve Bank may, in the exercise 
of its own discretion, refuse to make an advance on its note.*® 


THE ACCEPTANCE PROVISIONS OF THE FEDERAL RESERVE ACT 


For many years it had been the desire of students of banking 
that a discount market be developed in New York comparable to 
the discount market in London and equally capable of financing 
foreign trade.*7 The growth of such a market was contingent on 
a number of factors. Permission had to be given national banks 
to accept time bills of exchange, since various courts had ruled 


43 Regulation A, Series of 1923. ; 

44 Opinion of counsel, Federal Reserve Bulletin, October, 1917, p. 765. 

Ms re of the Federal Reserve Board, Federal Reserve Bulletin, 1917, 
p. ! 

46 Opinion of Counsel, Federal Reserve Bulletin, 1920, p. 163. As farm 
loan bonds are not obligations of the United States they are ineligible 
as collateral for the promissory notes of member banks, 


47 The right to accept drafts was conferred on New York state banking 
institutions by the act of April 16, 1914. 
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that, under the National Banking Act, they were without 
authority to do this. But the mere possession of this power on 
the part of national banks would not in itself be a surety that 
their acceptance business would become large. American banks 
would do little accepting, unless they played an important réle 
in the short-term financing of international trade and unless they 
became the media for the exportation of capital from America 
to foreign countries. It had been found by experience that the 
foreign branches of English banks or of English-controlled banks 
had been a very important factor in contributing to London’s 
preéminent position as a financier of the trade of the world. 
Profiting by this example, the Federal. Reserve. Act authorized 
national banks with a capital and surplus of $1,000,000 or more 
to establish branches abroad. This provision was enlarged by 
an act approved on September 7, 1916, permitting such na- 
tional banks to invest an amount not exceeding 10% of 
their paid-in capital stock and.surplus in the stock of one or 
more banks or corporations, chartered or incorporated under 
the laws of the United States or of any State thereof, and 
principally engaged in international or foreign banking. It was 
hoped that the foreign branches of American banks or the over- 
seas banks controlled by American banks would become the 
media through which capital might be exported from America 
to foreign countries, through which the short-term financing of 
foreign trade by American banks might develop and through 
which American business men could secure accurate foreign 
credit information. As the keystone to the entire structure there 
was needed a central reserve rediscounting bank which would 
stand ready at all times to rediscount, at a price, eligible accept- 
ances held in the portfolios of member banks. Acceptances as an 
investment must be made as liquid as the call loan, if banks were 
to invest their surplus funds in them for short periods of time. 

Acceptances Arising from Foreign Trade Transactions. 
By the terms of the original Federal Reserve Act (Section 13) a 
member bank was permitted to 


accept drafts or bills of exchange drawn upon it and growing out 
of transactions involving the importation or exportation of goods 
having not more than six months sight to run; but no bank shall 
accept such bills to an amount equal at any time in the aggregate 
to more than one-half its paid-up capital stock and surplus.** 


48The words “based on imports or exports” was defined, to include 
shipments between: 
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The Federal Reserve Banks were authorized to rediscount such 
acceptances, if maturing within three months and if endorsed by 
at least one member bank, to an amount not to exceed one-half 
of the paid-up capital stock and surplus of the bank for which 
the rediscounts were made. 

‘Acceptances Permitted to 100 Per Centum of the Accept- 
ing Bank’s Capital and Surplus. By an act approved on March 
3, 1915,*° this provision was amended so as to permit member 
banks, upon receiving the authorization of the Federal Reserve 
Board, to accept bills of exchange arising from the importation or 
exportation of goods °° to an amount not to exceed 100% of their 
capital and surplus. Member banks still retained the right to 
accept without special permission from the Board, such drafts to 
an amount not to exceed 50% of their paid-up capital stock and 
surplus. Should a member bank desire, however, to accept time 
bills of exchange to a larger amount, it must secure authoriza- 
tion from the Board. 

The acceptance powers of member banks were greatly 
broadened by an act approved, September 7, 1916,°! further 
amending Section 13. The amendment follows: 


Any Federal reserve bank may discount acceptances of the kinds 
hereinafter described, which have a maturity at the time of discount 
of not more than three months’ sight, exclusive of days of grace, 
and which are indorsed by at least one member bank. ; 

Any member bank may accept drafts or bills of exchange drawn 
upon it having not more than six months’ sight to run, exclusive of 


a) the United States and any foreign country. 

b) any two or more foreign countries, : 

c) continental United States and Porto Rico, the Philippines or the 
Canal Zone—but. excluded shipments between the continental United States 
and Hawaii or between any two parts of the United States. (Federal Re- 
serve Bulletin, 1915, p. 98.) 


49 This amendment may be found in the Federal Reserve Bulletin, 1915, 
Delos. 

50 The intent to import or export is not a, sufficient basig for the 
acceptance of such drafts by a member bank, the person for whom the 
draft is accepted must have a bona-fide contract for the shipment of 
goods. (Federal Reserve Bulletin, 1918, pp. 485 and 976 ; 1920, p. 66.) 

The Board has ruled that member banks may issue letters of credit and 
for more than six months provided that no individual acceptance ex- 
ceeds that period and provided that no holder of an acceptance is 
obligated ta renew the same at maturity. (Federal Reserve Bulletin 
1916, p. 269.) : 

51 These amendments may be found in the Th 


ird Annual Report of the 
Federal Reserve Board, 1916, pp. 184-139. - ‘ 
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days of grace, which grow out of transactions involving the importa- 
tion or exportation of goods; or which grow out of transactions 
involving the domestic shipment of goods provided shipping docu- 
ments conveying or securing title are attached at the time of accept- 
ance; or which are secured at the time of acceptance by a warehouse 
receipt or other such document conveying or securing title cover- 
ing readily marketable staples.°* No member bank shall accept, 
whether in a foreign or domestic transaction, for any one person, 
company, firm, or corporation to an amount equal at any time in 
the aggregate to more than ten per centum of its paid-up and unim- 
paired capital stock and surplus, unless the bank is secured either 
by attached documents or by some other actual security growing 
out of the same transaction as the acceptance; and no bank shall 
accept such bills to an amount equal at any time in the aggregate to 
more than one-half of its paid-up and unimpaired capital stock 
and surplus. 

Any member bank may accept drafts or bills of exchange drawn 
upon it having not more than three months’ sight to run, exclusive 
of days of grace, drawn under regulations to be prescribed by the 
Federal Reserve Board by banks or bankers in foreign countries 
or dependencies or insular possessions of the United States for the 
purpose of furnishing dollar exchange as required by the usages of 
trade in the respective countries, dependencies, or insular pos- 
sessions. Such drafts or bills may be acquired by Federal 
reserve banks in such amounts and subjects to such regulations, 
restrictions, and limitations as may be prescribed by the Federal 
Reserve Board: Provided, however, That no member bank shall 
accept such drafts or bills of exchange referred to in this paragraph 
for any one bank to an amount exceeding in the aggregate ten per 
centum of the paid-up and unimpaired capital and surplus of the 
accepting bank unless the draft or bill of exchange is accompanied 
by documents conveying or securing title or by some other ade- 
quate security: Provided further, That no member bank shall 


! 


52 A readily marketable staple has been defined by the Board as one 
whose price is easily ascertained and one which can be realized upon by 
sale at any time. Federal Reserve Bulletin, 1922, p. 435. 

There would seem to be no economic necessity for domestic bankers’ 
acceptances. Dr. Willis, relative to the provisions in the original Federal 
Reserve Act limiting the use of the acceptance to foreign trade, has writ- 
ten: “This limitation is imposed in order to avoid an undue development 
of the acceptance business on the part of banks which perhaps would not 
be of the highest degree of solvency, or might have embarked upon an 
acceptance business to too great an extent in proportion to their re- 
sources.” Willis, The Federal Reserve, pp. 181-182. 
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a 


accept such drafts or bills in an amount exceeding at any time 
the aggregate of one-half of its paid-up and unimpaired capital 
and surplus.°* 


In this act there was inadvertently omitted the reénactment 
of the authority vested in the Board by the act of March 3, 
1915, to authorize member banks to accept bills of exchange 
based on importations and exportations of goods to an amount 
not to exceed 100% of their capital and surplus. This pro- 
vision was restored by an amendment approved June 21, 
Oe 


53The purpose of this clause was to enable American banks to pro- 
vide dollar exchange in countries, particularly one-crop countries, where 
the check is not the current means of remittance in payment of foreign 
imports, but where the three months’ bankers’ draft is generally used for 
that purpose. In some countries, where mail connections are irregular, 
where the foreign exchange market is a limited one, and where it would 
be difficult for the drawing banker to be confident that he could find 
cover for checks drawn by him to forward by the same mail, it is the 
customary practice for the bankers there to sell three months’ drafts 
drawn on banks, located in some commercially important nation, to im- 
porters. These drafts are later liquidated by commodity exports. This 
practice is especially prevalent in one-crop nations. Thus bankers in Aus- 
tralia are in the habit of selling long bankers’ drafts, instead of checks, 
to importers in Australia as a means of remittance, the intent being that 
these drafts are liquidated later by shipments of wool and meat. 

Any member bank desiring to accept drafts drawn by banks or bankers © 
in foreign countries or dependencies or insular possessions of the United 
States for the purpose of furnishing dollar exchange must first make 
application to the Federal Reserve Board setting forth the usages of trade 
in the respective countries. If the Federal Reserve Board should de- 
termine that the usages of trade in such countries were such as to war- 
rant the granting of the application, the names of those countries in which 
banks or bankers are authorized to draw on member banks will be pub- 
lished in the Federal Reserve Bulletin. The Board may on ninety days’ 
notice modify or revoke its approval either as to any particular member 
banks or as to any foreign country in which it has authorized banks or 
bankers to draw on member banks for the purpose of furnishing dollar 
exchange, 

Member banks are permitted now to accept drafts drawn upon them 
for the purpose of furnishing dollar exchange by banks or bankers in the 
following named countries: Argentina, Australia, New Zealand, Bolivia 
Brazil, British Guiana, British Honduras, Chile, Colombia, Costa Rica, 
Cuba, Dutch Hast Indies, Dutch Guiana, Heuador, French Guiana, French 
West Indies, Guatemala, Honduras, Nicaragua, Panama, Paraguay 
Peru, Porto Rico, San Salvador, Santo Domingo, Trinidad, Uruguay and 
Venezuela. (See Federal Reserve Bulletin; 1916, p. 665; 1918 D 419: 
1920, pp. 885 & 1175; 1921, p. 188.) <i ee 

54 Under the regulations of the Board any member bank having an un- 
impaired surplus equal to 20% of its paid-up capital, which desires to 
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A summary of the provisions governing the acceptance of bills 
of exchange and drafts by banks members of the Federal Reserve 
System follows: 


SUMMARY OF ACCEPTANCE PROVISIONS IN THE FEDERAL RESERVE ACT 55 


“Rate per cent. Rate per cent. Maturity of 
of paid-up of paid-up acceptances 
unimpaired unimpaired exclusive 
capital and capital and of days of 
surplus ac- surplus which grace 
cepted for may be «wc- 
one interest cepted in the 
aggregate 
- 
a. Foreign Wmsecured sy) «<%= ss 10% 
trans- 
actions 
50 %—on ap- 
proval of Board 
i Secured by 100% but ag- 
a attached gregate amount 
‘ 4 documents of acceptances 
Z or by some arising from 
a b. Domestic | other actual domestic trans- 6 months 
t aa security actions not to 
A aaa growing out exceed 50% 
n of the same 
c transaction 
e as the ac- No 
8 { coptance .:.j ...... limit 
10% unless bill 
of exchange ac- 
companied by 50%— 
c. eho’ documents con- distinct 
exchange yeying or se- from 
curing title or limitation pheno 
by some other above 


adequate 
security 


accept drafts or bills of exchange up to 100% of its paid-up and un- 
impaired capital stock and surplus, may file an application for that pur- 


pose with the Federal Reserve Board. 


Such application must be for- 


warded through the Federal Reserve Bank of the district) in which the 
applying bank is located. 

The Federal Reserve Bank shall report to the Federal Reserve Board 
upon the standing of the applying bank, stating whether the banking 
and business conditions prevailing in its district warrant the granting 
of such application. 

The approval of any such application may be rescinded upon ninety 


days’ notice to the bank affected. 


C, Series of 1920, p. 1182.) 

When a bank has been granted permission to accept in an amount not 
exceeding in the aggregate one hundred per centum of its paid-up capital 
and surplus, it is not necessary for such bank to obtain additionai author- 


ity from the Board each time it increases its surplus. 


Bulletin, 1919, p. 143.) 
55 A table appearing in Banking and Business, by Willis and Hdwards, 


p. 149, suggested this one. 


(Federal Reserve Bulletin, Regulation 


(Federal Reserve 
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These various amendments have had the effect of loosening 
up greatly the acceptance provisions of the original Federal 
Reserve Act. Originally restricted to transactions involving the 
importation and exportation of goods, the provisions of the 
Act have been broadened so as to permit the use of the accept- 
ance in domestic transactions and for the purpose of creating 
dollar exchange. Originally a member bank was limited in the 
acceptance of bills of exchange to an amount not to exceed one- 
half of its paid-up unimpaired capital and surplus, now all mem- 
ber banks may accept up to 100% and after receiving special 
permission from the Federal Reserve Board up to 150%. The 
acceptance provisions in the Federal Reserve Act as it stands 
now are infinitely more lax than those in the Aldrich Plan, or 
those in the Hitchcock or Owen Bills. The laxity of the pro- 
visions in the latter, it will be remembered, drew the scathing de- 
nunciation of Carter Glass. Permitting member banks to accept 
such a large amount of acceptances relative to their capital and 
surplus and for such a variety of transactions would tend, and 
in fact has tended, in a nation where bankers unfortunately are 
not well versed in acceptance theory and practice, toward abuses 
in their use, toward inflationary practices. Strange as it may 
seem the Federal Reserve Board recommended all of these 
changes.°° Could it have been that they did not appreciate the 
inflationary tendencies involved in their adoption? 

The Rediscounting of Acceptances. The most recent series 
of regulations issued by the Board governing the rediscounting of 
the acceptances of member banks were transmitted to the Reserve 
Banks on July 10, 1923. 

Regulations A, Article B, Series of 1922. A banker’s ac- 
ceptance is defined in these regulations as, 


a draft or bill of exchange, whether payable in the United States 
or abroad and whether payable in dollars or some other money,°” of 
which the acceptor is a bank or trust company, or a firm, person, 
company, or corporation engaged generally in the business of 
granting bankers’ acceptance credits.°® 


56 Second Annual Report of the Federal Reserve Board, p. 22. 

57 Bankers’ acceptances drawn in foreign currencies may be used as the 
basis for the issuance of Federal Reserve Notes. (Letter to author from 
Edmund Platt, Vice-Governor of the Federal Reserve Board.) 

58 A bill of exchange discounted before acceptance must be accompanied 
by shipping documents or other papers securing title to the goods in order 


to be considered as “drawn against existing value.” (Fede 
Bulletin, 1917, p. 195.) gs . oe HH ral Reserve 


‘ 
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Bankers’ Acceptances Eligible for Rediscount. The Federal 
Reserve Banks are permitted to rediscount bankers’ acceptances 
which bear the indorsement of a member bank and which have a 
maturity at time of discount of not more than ninety days’ sight, 
exclusive of days of grace, except that acceptances drawn for 
agricultural purposes and secured at the time of the acceptance 
by warehouse receipts or other such documents conveying or se- 
curing title covering readily marketable staples may be discounted 
with maturities at the time of discount of not more than six 
months’ sight, exclusive of days of grace. Acceptances which 
are discounted must have been drawn under a credit opened for 
the purpose of conducting or settling accounts resulting from a 
transaction or transactions involving any one of the following: »° 


a) the shipment of goods between the United States and any 
foreign country, or between the United States and any of its de- 
pendencies or insular possessions, or between foreign countries, 
or between the insular possessions of the United States and foreign 
countries. 

b) the shipment of goods within the United States, provided ship- 
ping documents conveying security title are attached at the time 
of acceptance, or 

c) the storage of readily marketable staples, provided that the 
bill is secured at the time of acceptance by a warehouse, terminal, 
or other similar receipt, conveying security title to such staples, 
issued by a party independent of the customer, and provided 
further that the acceptor remains secured throughout the life of 
~the acceptance. In the event that the goods must be withdrawn 
from storage prior to the maturity of the acceptance or the retire- 
ment of the credit, a trust receipt or other similar document cover- 
ing the goods may be substituted in lieu of the original document, 
provided that such substitution is conditioned upon a reasonably 
prompt liquidation of the credit. 


The regulations further stipulated that the acceptances for 
any one customer in excess of 10% ® of the capital and surplus 


59 Whether the accepting member bank is located in the same district 
as the rediscounting Federal Reserve Bank or not. 

60 Should an accepting member bank acquire its own acceptance from 
the customer or from some other party, or should the customer fail 
to furnish funds with which to meet the acceptance at maturity, 
then such acceptance liability is subject to the loan limitations of 
Section 5200 of the Revised Statutes. (Federal Reserve Bulletin; 1916, 
pp. 227 and 680; 1917, p. 691.) 
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of the accepting bank must remain actually secured throughout 
the life of the acceptance. In the case of the acceptances of 
member banks this security must consist of shipping documents, 
warehouse receipts, or other such documents, or some other actual 
security growing out of the same transaction as the acceptance, 
such as documentary drafts, trade acceptances, terminal re- 
ceipts, or trust receipts, which have been issued under such cir- 
cumstances, and which cover goods of such a character, as to 
insure at all times a continuance of an effective and lawful lien 
in favor of the accepting bank. Trust receipts are not to be 
considered such actual security if they permit the customer to 
have access to'or control over the goods.*! 

Dollar Exchange. Federal Reserve Banks are permitted 
further to rediscount.any bill drawn by a bank or banker in a 
foreign country or dependency or insular possession of the 
United States for the purpose of furnishing dollar exchange, 
provided that such drafts have a maturity at time of discount of 
not more than three months exclusive of days of grace. 

Acceptances Not to Run for a Longer Period Than the Un- 
derlying Transaction. Although the Federal Reserve Banks 
may legally rediscount acceptances having a maturity at time of 
discount of six months, exclusive of days of grace, the regulations 
advise them not to rediscount any acceptances, the maturity of 
which is in excess of the usual or customary credit period. 
required to finance the underlying transaction. Especially was 
this to be emphasized in the rediscounting of acceptances secured 
by warehouse receipts, whose sole purpose should be to permit 
the temporary holding of readily marketable staples in storage 
pending a reasonably prompt sale, shipment, or distribution.” 

A Federal Reserve Bank must satisfy itself, either by reference 
to the acceptance itself, or otherwise, that the acceptance is 
eligible for rediscount under the terms of the law and the regula- 
_tions issued by the Board. The bill itself should be so drawn as 
to evidence the character of the underlying transaction, but if 
not so drawn evidence of eligibility may consist of a stamp or 


61 Shipping documents, warehouse receipts, or trust receipts which do 
not enable the borrower to obtain the goods for his own use, constitute ac- 
tual security growing out of the same transaction. 

62 Any draft drawn to carry goods for speculative purposes or for any 
indefinite period of time without the purpose to sell, ship, or manufacture 
within a reasonable time, should not be considered eligible for acceptance 


a the provisions of section 18. (Federal Reserve Bulletin, 1919, p. 
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certificate affixed by the acceptor in a form satisfactory to the 
Federal Reserve Bank. 

Open-Market Powers of the Reserve Banks. ‘The Reserve 
Banks have been invested by the Act with extensive powers in 
the open market.** The purpose of such privileges, as has been 
mentioned before, is to permit the Regional Banks to bring down 
terest rates in sections where they seem abnormally high; to 
make their own discount rates effective; to control international 
movements of gold; to rectify the exchanges; to assist in the 
financing of America’s foreign trade, in the development of a 
discount market in New York and in the use of bankers’? 
acceptances. 

Section 14, Open-market Powers. The provisions of the 
original act follow: 


Any Federal reserve bank may, under rules and regulations pre- 
scribed by the Federal reserve board, purchase and sell in the 
open market, at home or abroad, either from or to domestic or 
foreign banks, firms, corporations, or individuals, cable transfers 
and bankers’ acceptances and bills of exchange of the kinds and 
maturities by this act made eligible for rediscount, with or without 
the indorsement of a member bank.*t 


Every Federal Reserve Bank shall have power: 


To deal in gold coin and bullion at home or abroad, to make loans 
thereon, exchange Federal reserve notes for gold, gold coin, or gold 
certificates, and to contract for loans of gold coin or bullion, giv- 
ing therefor, when necessary, acceptable security, including the 
hypothecation of United States bonds or other securities which 
Federal reserve banks are authorized to hold: 

To buy and sell, at home or abroad, bonds and notes of the 
United States, and bills, notes, revenue bonds, and warrants with 
a maturity from date of purchase of not exceeding six months, 
issued in anticipation of the collection of taxes or in anticipa- 
tion of the receipt of assured revenues by any State, county, 
district, political subdivision, or municipality in the continental 


63'The decision as to whether a Reserve Bank shall engage in open- 
market transactions rests entirely with itself and not with the Board 
(Federal Reserve Bulletin, 1917, p. 457). 

64 Federal Reserve Banks may use their own discretion in establishing 
differentials between the acceptances of member and non-member banks. 
(Federal Reserve Bulletin, 1917, p. 28.) 
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United States, including irrigation, drainage and reclamation dis~ 
tricts, such purchases to be made in accordance with rules and regu- 
lations prescribed by the Federal reserve board: 
To purchase from member banks and to sell, with or without its 
endorsement, bills of exchange arising out of commercial transac- 
tions, as hereinbefore defined: 

To establish accounts with other Federal reserve banks for ex- 
change purposes and, with the consent of the Federal reserve board, 
to open and maintain banking accounts in foreign countries, appoint 
correspondents, and establish agencies in such countries whereso- 
ever it may deem best for the purpose of purchasing, selling, and 
collecting bills of exchange, and to buy and sell with or without 
its indorsement, through such correspondents or agencies, bills of 
exchange arising out of actual commercial transactions which have 
not more than ninety days to run and which bear the signature of 
two or more responsible parties.®° 


Amendments to Section 14. This last clause was amended 
by the act of September 7, 1916, which authorized the Re- 
serve Banks, with the consent of the Federal Reserve Board, to 
open and maintain banking accounts for its foreign correspond- 
ents or agencies, At the same time the phrase “exclusive of 
days of grace” was inserted following the statement that the 
bills of exchange bought and sold by a Reserve Bank through its 
foreign correspondents and agencies were to mature within ninety 
days. By an act approved on June 21, 1917, this same clause 
was amended a second time. The Board was given power to 
compel the Reserve Banks, whenever it should so desire, to open 
and maintain accounts in foreign countries. Further, whenever 
such an account had been opened by a Reserve Bank, with the 
consent of or by direction of the Board, any other Reserve Bank 
was to be allowed, with the consent and approval of the Board, 
to carry on or to conduct through the Reserve Bank opening such 
an account any transaction authorized by this section, under 
rules and regulations to be prescribed by the Board. 

By the Agricultural Credits Act the following clause (f) was 
added to Section 14 which permits the Reserve Banks: 


65 The Reserve Banks are without authorit 


y to purchase promissory 
notes in the open 


‘market (Federal Reserve Bulletin, 1915, pp. 347 and 365). 
Dr. Willis claims that this power was denied them as it was felt that 
“they would not be in as good position to judge the paper as the member 
banks themselves, so that they might from time to time take the paper 
which was not thoroughly satisfactory.” The Federal Reserve, p. 182, 
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To purchase and sell in the open market, either from or to domestic 
banks, firms, corporations, or individuals, acceptances of Federal 
Intermediate Credit Banks and of National Agricultural Credit 
Corporations, whenever the Federal Reserve Board shall declare 
that the public interest so requires. 


Regulation B, Series of 1923. To be eligible for purchase 
by a Reserve Bank, the regulations prescribe that bills of ex- 
change or acceptances must have been accepted by the drawee 
prior to such purchase, unless accompanied or secured by ship- 
ping documents, by warehouse, terminal or other similar receipt 
conveying security title or unless they bear a satisfactory bank- 
ig indorsement. Further, they must conform to all the require- 


ments governing bills of exchange which are presented for redis- 
count, except that, 


a) a banker’s acceptance growing out of a transaction involving 
the importation or exportation of goods may be purchased if it has 
a maturity not in excess of six months exclusive of days of grace. 
b) a banker’s acceptance growing out of a transaction involving 
the storage within the United States of goods actually under con- 


66 It would appear from a reading of the Act that bankers’ acceptances 
to be eligible for purchase by a Reserve Bank would have to mature 
within three months. The first clause of Section 14 reads, ‘“Any Federal 
reserye bank may, under rules and regulations prescribed by the Federal 
Reserve Board, purchase and sell in the open market, at home or abroad, 
either from or to domestic or foreign banks, firms, corporations, or in- 
dividuals, cable transfers and bankers’ acceptances and bills of exchange 
of the kinds and maturities by this Act made eligible for rediscount, with 
or without the indorsement of a member bank.” Turning to Section 13, 
we find that to be eligible for rediscount a banker’s acceptance aside from 
those arising from agricultural transactions must have a maturity of three 
months. How is it then that the Board in its regulations allow the Re- 
serve Banks to purchase bankers’ acceptances having a maturity of six 
months? Here’s the explanation as received by the author from a member 
of the Board: 

“The question of whether the Board’s regulation authorizing the pur- 
chase of six months’ acceptances is in conflict with the terms of the Fed- 
eral Reserve Act depends upon whether or not the phrase ‘of the kinds and. 
maturities by this act made eligible for rediscount’ refers both to bankers’ 
acceptances and to bills of exchange or refers only to bills of exchange. 
It cannot, of course, refer to cable transfers, because cable transfers are 
not eligible for rediscount under any circumstances. The phrase might, 
however, qualify both bankers’ acceptances and bills of exchange or might 
qualify only bills of exchange. The Federal Reserve Board has always 
interpreted it as applying only to bills of exchange, and in its regulations 
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tract for sale and not yet delivered or paid for may be purchased, 
provided that the acceptor is secured by the pledge of such goods; 
and provided further that the acceptance conforms in other respects 
to the relative regulations governing the rediscounting of such a 


banker’s acceptance.*’ 
of the Series of 1915, 1916, 1917 and 1920, it has authorized the purchase 
in the open market by Federal reserve banks of acceptances growing out 
of the domestic storage of goods, although the only acceptances eligible 
for rediscount as growing out of domestic storage transactions are those 
growing out of the storage of readily marketable staples. The term ‘goods’ 
is, of course, more inclusive than the term ‘readily marketable staples.’ 
Consequently, the Board’s Regulation B, Series of 1921, making eligible 
for purchase in the open market, subject to certain conditions, acceptances 
with maturities not in excess of six months which grow out of foreign 
transactions, was not predicated upon any new interpretation of the law. 
“Looking only at the language of this particular provision of the Med- 
eral Reserve Act, it is not clear whether the phrase ‘of the kinds and 
maturities by this act made eligible for rediscount’ qualifies both bankers’ 
acceptances and bills of exchange or qualifies only bills of exchange, but 
as heretofore indicated the latter interpretation now has the sanction of 
established usage, and this would, I think, have great weight with any 
court which had to pass upon the question. Furthermore, the legislative 
history of the Federal Reserve Act indicates that the Board’s interpre- 
tation of the provision is the correct one. The corresponding paragraph of 
the bill as it first passed the House of Representatives provided ‘That 
any Federal reserve bank may, under rules and regulations prescribed 
by the Federal Reserve Board, purchase and sell in the open market, .. . 
prime bankers’ bills, and bills of exchange of the kinds and maturities by- 
this Act made eligible for rediscount and cable transfers.’ The words 
‘and bills of exchange of the kinds and maturities by this Act made eligible 
for rediscount, thus constituted one separate and complete clause with a 
comma at the beginning and at the end, and it is quite clear that the 
term ‘prime bankers’ bills’ was not intended to be qualified by the words 
‘of the kinds and maturities by this Act, made eligible for rediscount.’ 
There is nothing to indicate that the subsequent amendment which the 
Senate made in the phraseology of the provision was intended to give any 
broader application to the phrase ‘of the kinds and maturities by this 
Act made eligible for rediscount,’ and the fact that the provision as thus 


amended, is at least ambiguous is indicative of the absence of such an 
intent.” © 


In issuing Regulation B, Series of 1921, the Board stated that two con- 
siderations had led them to permit Reserve Banks to purchase bankers’ 
acceptances with maturities not in excess of six months; (1) the desire 
to widen the acceptance market by meeting the wants of saving banks and 
similar purchasers of bankers’ acceptances who were then deterred from 
‘investing in acceptances of longer than three months’ maturity, because of 
the lack of authority of Reserve Banks to purchase longer maturities 
up to six months; and (2) to provide more ample facilities for financing 
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_ Further, a bill of exchange unless indorsed by a member bank 
is not eligible for purchase until a satisfactory statement has 
been furnished of the financial condition of one or more of the 
parties thereto. A banker’s acceptance, unless accepted or in- 
dorsed by a member bank,°® is not eligible for purchase until the 
acceptor has furnished a satisfactory statement of his financial 
condition in a form to be approved by the Board, and has agreed 
in writing to inform the Reserve Bank upon request concerning 
the transaction underlying the acceptance. 

The Purchase of Government Bonds. On December 18, 
1914,°° the Reserve Banks were authorized by the Board to pur- 
chase government bonds within such limits of prudence as they 
saw fit. The Board has never restricted purchases of govern- 
ment securities by Reserve Banks. They exercise their own dis- 
cretion as to the amount bought. 

The Purchase of Municipal Warrants. Though the Reserve 
Banks are not limited in purchasing government securities, they 
are circumscribed in the buying of municipal warrants. Be- 
ginning with December 23, 1914, when copies of a tentative set 
of regulations were transmitted to the Reserve Banks, the Board 
has from time to time issued regulations governing in detail the 
operations of the Reserve Banks in this particular.° An ab- 
stract of the chief provisions of the last one follows: 


export and import trade with countries where either normal or abnormal 
conditions indicated the desirability of rendering assistance by making 
acceptances of maturities not exceeding six months eligible for purchase. 
(Federal Reserve Bulletin, 1921, p. 545.) 

" 67 At first in purchasing acceptances the Reserve Bank in question had 
to secure permission from the Board to buy between certain minimum 
and maximum rates. As it is now the Reserve Banks propose certain 
minimum rates below which they will not buy and which are approved 
by the Board. 

68 The Board has ruled that the indorsement of a banker’s acceptance 
by the accepting bank adds no strength to the instrument, since the 
accepting bank is already primarily liable as acceptor. The. Re- 
serve Banks were instructed that all purchases direct. from the 
accepting bank of bankers’ acceptances bearing no member bank indorse- 
ment, other than that of the accepting bank, should be made at the pre- 
vailing rate for commercial paper rather than at the preferential rate 
applicable to bankers’ acceptances as such. 

69 First Annual Report of the Federal Reserve Board, p. 16. 

70 [bid., p. 16. Beside the tentative rulings issued by the Board on 
December 23, 1914. the following regulations have been issued, governing 
purchases of municipal warrants: 
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are 

I. Any Reserve Bank may purchase warrants “! issued by a 
municipality in anticipation of the collection of taxes or in anticl- 
pation of the receipt of assured revenues, provided, 


a) they are the general obligations of the entire municipality. 
b) they are issued in anticipation of taxes or revenues which are 
due and payable on or before the date of the maturity of such 
warrants, but the Federal Reserve Board may waive this condition 
in specific cases. 
c) they are issued by a municipality, 
(1) which has been in existence for a period of ten years. 
(2) which for a period of ten years previous to the purchase has 
not defaulted for longer than 15 days in the payment of any part 
of either principal or interest of any funded debt authorized to 
be contracted by it. 
(3) whose net funded indebtedness ** does not exceed 10 per 
centum of the valuation of its taxable property, to be ascertained 
by the last preceding valuation of property for the assessment of 
taxes. 


II. Except with the approval of the Federal Reserve Board, 
no Reserve Bank, 


a) shall purchase and hold an amount in excess of 25 per centum 
of the total amount of warrants outstanding at any time and actually 
sold by a municipality. 

b) shall invest an aggregate amount in warrants of all kinds to ex- 
ceed a sum equal to 10 per centum of the deposits kept by member 
banks with such Federal Reserve Bank. 


1. Regulation F, Series of 1915, January 26, 1915. 
Federal Reserve Bulletin, May 1, 1915, p. 40. 
2. Regulation BH, Series of 1916. i 
Federal Reserve Bulletin, October 1, 1916, p. 535. 
3. Regulation H, Series of 1917. 
Federal Reserve Bulletin, July 1, 1917, p. 543. 
4. Regulation H, Series of 1920. $ 
: Federal Reserve Bulletin, November 1920, p. 1183. 
5» Regulation HE, Series of 1923. 

71 Yor the sake of brevity, the Board employs the term warrant to mean, 
“pills, notes, revenue bonds and warrants,” and the term municipality 
to mean, “State, county, district, political subdivision, or municipality 
in the continental United States, including irrigation, drainage and reclama- 
tion districts.” See Federal Reserve Bulletin, May 1, 1920, p. 40. : 


72 For a definition of net funded indebtedness, see Federal Reserve Bul- 
letin, 1920, pp. 1183-1184. 
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III. Except with the approval of the Board, the maximum 
amount which may be invested at the time of purchase by any 
Reserve Bank in warrants of*any single municipality shall be 
limited to the following percentages of the deposits kept in such 
Reserve Bank by its member banks: 


a) five per centum of such deposits in warrants of a municipality 
of 50,000 population or over. 

b) three per centum of such deposits in warrants of a municipality 
of over 30,000 population, but less than 50,000. 

¢) one per centum of such deposits in warrants of a municipality 
of over 10,000 but less than 30,000. 

d) warrants of a municipality of 10,000 population or less shall 
be purchased only with the special permission of the Board. 


IV. Opinion of recognized counsel on municipal issues or of 
the regularly appointed counsel of the municipality must be 
secured as to the legality of the issue and approved in each case 
by the counsel for the Federal Reserve Bank.”* 

Analysis of the Discount Provisions of the Federal Re- 
serve Act. The success or failure of the discount policy of a 
central bank is contingent on two factors: first, on the excellence 
of the provisions of the charter governing its rediscount and 
open-market operations; and second, on the policies adopted 
by the administrators of the Bank. Even those best versed in 
the theory of central banking would be unable to institute suc- 
cessful discount policies were they hedged in and restricted by 
the limitations of the charter. Even though the provisions of 
the charter should be based on the best: of principles, the dis- 
count policy of a central bank will not be a success if the ad- 
ministrators are men of inexperience or are unwilling for some 
reason to inaugurate policies they know to be correct. Are the 
provisions of the Federal Reserve Act governing the rediscount 
and open-market operations of the Regional Banks based on 
sound principles? Are they such as to assist and not hamper the 
directors of the regional banks in instituting well-grounded dis- 
count policies? The provisions of the Act on the whole reflect 
thoughtful and careful work on the part of the framers, and 
embody much that was found, by long and painful experience, to 

73 Municipal warrants may be purchased on certifications of banks or 
trust companies without opinion of counsel. The approval of legal opinion 
by counsel for one Federal Reserve Bank is sufficient to comply with 
requirements for other Reserve Banks if certified copy is obtained. 
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be best in European statutes, rules and customs. In providing 
for twelve regional banks, each with its own rates of discount, the 
Act took cognizance of the differences prevailing in the economic 
development of the various parts of the Union. ‘The Act very 
ingeniously entrusted control over the Bank rate to two bodies, 
each of which could check and balance the other. 'To penalize 
banks rediscounting heavily at the Regional Banks, it was pro- 
vided at one time that discount rates might be graduated. 
Should there be a deficiency in the reserves, the Act, following 
in this respect the Reichsbank’s charter, provided for the levy- 
ing of a tax, graduated according to the deficiency and which 
must be added to the Bank rate. In limiting paper eligible for 
discount to a maturity of ninety days and in requiring that it 
rise from some commercial or industrial transaction, the Act 
adopted the practice prevalent at most of the European central 
banks. Permitting agricultural paper to have a maturity of 
nine months is not a great departure from established practice, 
for it will be remembered that the Reichsbank permitted agricul- 
tural paper alone to have one renewal. The authority granted . 
Reserve Banks to make advances on the promissory notes of 
member banks collateraled with the obligations of the United 
States Government or with eligible paper was done at the time as 
a convenience for the member banks. No one then thought that 
our public debt would soon assume such large proportions or 
that the war would be financed in large measure through money 
extended in this way by the Reserve Banks to the member banks. 
There is always danger, when central banks are permitted to 
make advances on government bonds, that their portfolio will 
become clogged with these securities. Therefore, in permitting 
the Reserve Banks to make advances on the promissory notes of 
member banks collateraled with government bonds or notes, the 
Act should have limited the amount of credit so extended and re- 
quired that a rate of interest 1% above the Bank rate on com- 
mercial paper of corresponding maturities be charged. In giv- 
ing the Board power to permit or compel inter-district redis- 
counting, means were devised for the conjoining of the reserves - 
of each of the Regional Banks. The original Act did well in 
limiting the use of bankers’ acceptances to the foreign field. 
That the development of the acceptance in America was desirable 
and necessary, if a discount market was to be had in New York, 
no one would dispute; but its growth should be a substantial one, 
slow and gradual. The acceptance is not indigenous to America. 


\ 
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Should its development be too rapid, abuses in its use might easily 
creep in. In widening the acceptance provisions of the original 
act and in permitting acceptances to be drawn for a great vari- 
ety of transactions, the amendments transcended the bounds of 
ordinary prudence. The powers granted the Reserve Banks in 
the open market were justifiably extensive and followed the best 
in European practice. The provisions of the Act were on the 
whole favorable for the development of sound discount policies. 


CHAPTER V 


THE PRE-WAR DISCOUNT POLICY OF THE 
FEDERAL RESERVE SYSTEM 


Business Conditions—August, 1914,—April, 1917. Fa- 
miliarity with contemporary business conditions is essential to 
an adequate treatment of the discount policy of a central reserve 
bank. Directors of reserve banks are influenced in modifying 
discount policies by business developments, just as discount poli- 
cies have often altered the course of business. 

These generalizations apply particularly to the discount pol- 
icy of the Federal Reserve System. At its very inception it had 
to grapple with:some very difficult financial problems arising out 
of the World War.t One of the first problems to assume impor- 
tance at the outbreak of the war was the demoralization of the 
foreign exchanges. 

The Demoralization of the Exchanges. For many years 
past it had been customary, during each summer, for bankers in 
America to become debtors in the international short-time loan 
market through the issuance of letters of credit or through the 
drawing of finance bills. This indebtedness was ordinarily 
liquidated in the Fall by shipments of raw produce to Europe— 
particularly of cotton. In accordance with the usual practice, 
American bankers had become indebted during the Summer of 
1914 to the extent of about $500,000,000,2 with maturities 
spread over several months. On Monday, the 27th of July, as 
the Great War seemed inevitable, English banks discontinued 
the acceptance of bills of exchange. This they did, for it was 
realized that remittances on such of the bills as were accepted for 
parties in hostile nations would not be made until after the 
war. In consequence of this action New York banks refused to 

1“During the half-century that has elapsed since the Civil War, there 
has probably been no period of six months within which there have oc- 
curred transformations of so far reaching a nature in American banking 
and finance as during the half-year between July 1, 1914 and January 
1, 1915.” Willis, American Finance and the European War, p. 144. ; 

2Harding, The Results of the European War on America’s Financial 


Position, p. 114. See, also, First Annual Report of the Federal Reserve 
Board, p. 18. 
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discount sterling bills, taking them for collection alone. The 
discontinuance of the acceptance business in London meant that 
the London balances of American banks could not be replenished, 
as was ordinarily the case, through the purchase of sterling bills 
and their sale on the discount market there. Only through gold 
shipments could these balances be increased. Though foreign 
exchange operations were on a normal basis as late as Saturday, 
the 25th of July, with sight sterling selling for $4.8820; by 
Monday, the demand for sterling to liquidate the American in- 
debtedness, coupled with the difficulty of increasing or even of 
maintaining the London balances of American banks, drove sight 
sterling to $4.92 and by Friday to $5.50.2 Between July 27 
and the Ist of August some $36,000,000 * in gold were engaged 
for export. These shipments might have provided enough ex- 
change to bring sterling back to par had not Europe begun to 
sell its holdings of American securities in New York and to with- 
draw the proceeds. By Thursday, July 30, the liquidation of 
American securities became severe enough to necessitate closing 
the New York Stock Exchange the following day.® At about 
this same time the activities of the German fleet in the North 
Atlantic became such as to check further shipments of commodi- — 


3To add to the difficulties of the situation obligations of New York City 
amounting to $80,243,941 payable abroad were about to mature. To pro- 
vide the exchange necessary, the New York City Loan Syndicate was 
formed headed by J. P. Morgan and Kuhn, Loeb and Co. See The Finan- 
cial Review, 1915, pp. 11-12. 

4Sprague, The Orisis of 1914 in the United States, pp. 508, 512. 
_ 5 The closing of the Stock Hxchange has been severely criticised by Pro- 
fessor Willis, in an article entitled American Finance and the European 
War, p. 145. It is commonly justified on the grounds that further declines 
in the price of securities would cause wholesale failures among “bull” spec- 
ulators, who would be unable to meet the debts owing their brokers and 
who in turn would be unable to repay the funds which they had borrowed 
on call from banks; and that the return of American securities in such vast 
quantities would induce an exportation of gold which American banks 
could not meet at the very time that they had to increase their loans. 
(See Sprague, The Orisis of 1914 in the United States, pp. 511-512.) Pro- 
fessor Willis points out that it was only those exchanges (the Stock and 
Cotton) whose products were falling in price that closed. Those ex- 
changes whose products did not fall materially or which actually rose re- 
mained open. The stock exchanges which are supposed to record faith- 
fully changes in the value of securities, seem to require for their existence 
a “bull” market or at all events only a gently falling market, the marginal 
purchase and call loan being as important as they are. Should prices of 
securities fall rapidly, the stock exchange seemingly must be closed as in 


1914 and in 1878. 
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ties and gold to Europe, until the British had cleared the seas 
some two weeks later. 

As a solution of this impasse, the Bank of England on August 
12 established a branch at Ottawa, allowing Americans to draw 
sterling bills against gold sent there. The establishment of this 
branch might seem on first examination to have been a solution 
for removing the premium on sterling caused by the suspension 
of international commerce and by the large indebtedness owed 
Europe by America. Would not gold be exported rapidly from 
America to Canada and so liquidate the current indebtedness 
until such time as international commerce might be resumed? 
It must be remembered, however, that banks in America were 
hoarding their gold resources, as they had done in every other 
crisis, hoarding it te the extent of some $600,000,000.° This 
prevented the hoped-for improvement and necessitated the issu- 
ance in the aggregate of $382,502,645 7 of emergency currency 
under the terms of the amended Aldrich-Vreeland Act, and $211,- 
000,000 ® of clearing-house loan certificates. 

The Gold Exchange Fund. The newly appointed Federal 
Reserve Board felt that a solution of the exchange situa- 
tion lay in codperative action on the part of the banking 
community. To achieve such codperation, the Board, to- 
gether with the Secretary of the Treasury, called, on Septem- 
ber 4, a meeting of the representatives of the clearing houses 
located in reserve and central reserve cities. A committee of 
bankers appointed at this conference recommended a plan for 
the establishment of a $100,000,000 gold exchange fund, a plan 
which received the endorsement of the Board on the 19th of 
September.® Subscriptions to the fund were to be received in 
gold or gold certificates both from state and national banks in 
reserve and central reserve cities and were to be deposited in the 
nearest sub-treasury. The total amount to be raised in each 
clearing-house district. was pro-rated by the Federal Reserve 
Board. It was planned of course to ship the gold to Ottawa, 
and sell sterling bills for about $4.96 per pound against the 


° Willis, The Federal Reserve, p. 105. 

7See Annual Report of the Comptroller of the Currency, December 6, 
1915, Vol. I, pp. 44-45. For the amendments to the Aldrich-Vreeland Act 
see First Annual Report of the Federal Reserve Board, pp. 48-44. 
_ § Willis, The Federal Reserve, p. 105. Clearing-house loan certificates were 
issued first on August 8, 1914. The Financial Review, 1915, p. 12. 


® For details concerning the gold exchange fund, see First Annual Report 
of the Federal Reserve Board, pp. 12, 13, 70-73. 
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credits established there. The actual administration of the fund, 
the arrangements for the shipment of gold to Canada, and the 
determination of the rate at which sterling would be sold was 
placed in the hands of a group of New York bankers. Over 108 
millions of dollars were subscribed. The administrators called 
for the payment of 25% of the subscriptions by the 13th of 
October. Of the amount paid in only ten millions were shipped 
to Ottawa; as the premium on sterling disappeared in Novem- 
_ber.*° The opening of the North Atlantic to commerce led to 
a very rapid increase in America’s exports to Europe, so rapid in 
fact that by October the exports exceeded imports for the first 
month since April. The possibility of sending goods to Europe 
and the increase in our export trade enabled America to liquidate 
its current indebtedness and rendered the further functioning 
of the gold exchange fund unnecessary, and it was dissolved in 
January. 

The Cotton-Loan Fund. No other industry of similar magni- 
tude was so deranged at the outbreak of the war as was the pro- 
duction of cotton. Before 1914 about 60% of the cotton grown 
in America was exported.1? England, Germany, Belgium, 
France, Italy and Japan, in the order named, were the chief 
purchasers. The chaotic conditions immediately following the 
outbreak of the war made it practically impossible for American 
producers to export cotton to Europe. Later, when England 
had gained the mastery of the seas, the amount exported to 
Russia, Central Europe and Belgium dwindled to almost nothing. 
Even the quantity shipped to England, France and Italy shrank 
below normal by reason of the turning of cotton mills over to war 
purposes and the loss of skilled laborers. The decline in the de- 
mand for cotton coupled with an exceptionally large crop in 
1914, amounting to 16.14 millions of bales,’? and the closing of 
the cotton exchanges in America and England’ paralyzed the 
industry and forced the price of middling uplands cotton in New 
York from 13.13 cents in July to 6.92 cents in October.’* The 

10 The Financial Review, 1915, p. 40. 

11 First Annual Report of the Federal Reserve Board, p. 14. 

12 Cotton production in 500 lb. bale lots for 1913 amounted to 14.75 mil- 
lions, for 1915 to 12.12, for 1916 to 12.78, for 1917 to 12.48, for 1918 to 12.97, 
and for 1919 to 12.08. 

18 The New York Cotton Exchange closed July 31, 1914 and re-opened on 
November 16, 1914. See The Commercial and Financial Chronicle, No- 
vember 14, 1914, p. 13899. 

14 Courtesy of the Statistics Department, Federal Reserve Bank of New 
York. In November the price of middling uplands cotton in New York had 
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planter, growing his crops on borrowed money and normally 
liquidating his indebtedness by selling his crop abroad, was in 
desperate need of relief with the foreign markets cut off. To 
aid him, a plan of relief, somewhat similar to one proposed by 
Festus J. Wade of St. Louis, was approved by the Federal 
Reserve Board on the 24th of October.1° It was proposed to 
establish a fund of $135,000,000, of which bankers in New York 
were to pledge $50,000,000, provided that banks, corporations, 
firms and individuals in non-cotton producing states (including 
Missouri and Virginia) pledged an equal amount. To the $100,- 
000,000 so pledged, banks in cotton producing states were to con- 
tribute a further sum of $35,000,000 as loans were made from the 
fund.'® The fund was to be administered by a Cotton-Loan Com- 
mittee consisting of, eight members, together with State and Local 
Loan Committees which had been appointed by the central com- 
mittee. It was provided that such loans as were granted might be 
extended at 6% interest up to 80% of the value of middling or 
of the better grades of cotton, reckoning the price of cotton at 
six cents per pound. In addition to this security, an amount 
equal to 3% was to be deducted from each loan and added to a 
guarantee fund, which was to pay the expenses of administration 
and to make up such losses as might be sustained from any of the 
loans granted. Applications for loans were to be made not later 
than February 1, 1915, and unless extended for six months by. 
the central Cotton-Loan Committee, all loans were to mature on 
February 1, 1916.17 A planter, having first warehoused and in- 
sured his cotton amounting to 100 bales or more, might apply 
for a loan from the fund through a local bank. His application 
had to be approved by the Local and State Cotton-Loan Com- 
mittees and by two members of the central Cotton-Loan Commit- 
tee. If the application were finally approved, the loan would be 
granted provided that the local bank subscribed an amount equal 
to 25% of the amount of the loan applied for. By the 17th of 
November, the $100,000,000 had been subscribed by the banks 
i New York and in the non-cotton producing states. No money 


risen to 7.63 cents and continued rising, reaching 20.83 cents when America 
entered the war. 

15 For a detailed discussion of the Cotton-Loan Fund, see First Annual 
Report of the Federal Reserve Board, pp. 206-209. 
; 16 Interest at the rate of 6% was to be paid on the amount of the paid- 
in subscriptions. 


17 Any balance remaining from the guarantee fund was to be returned 
pro-rata among the borrowers, 
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was loaned until the middle of January, and in all only $20,000 
were loaned.'* The release of large quantities of reserve money 
accompanying the opening of the Federal Reserve Banks enabled 
the southern banks to finance the planter without outside assist- 
ance.'® Furthermore, as the price of cotton had begun to rise, 
the planter could borrow money more advantageously from his 
own bank than from the cotton-loan fund which arbitrarily fixed 
six cents as the price of a pound of cotton. The cotton-fund, like 
the gold-fund, had rendered its chief service “by restoring confi- 
dence, thus stabilizing values and establishing a basis for exten- 
sion of credit on cotton as collateral.” ?° 

The Crisis of 1914. Though the crisis of 1914 was quite 
severe, especially as regards its effects throughout the Southern 
and Atlantic coast states, it did not degenerate into a panic as 
did the crisis of 1907. A liberal loan policy on the part of the 
banking community, and the issuance of large quantities of 
emergency currency and of clearing-house loan certificates pre- 
vented this by meeting the demand for funds to replace the gold 
exported abroad or hoarded. Interest rates were high, but as 
the following table shows they never approached the high interest 
rates prevailing in the crisis of 1907.71 


INTEREST RATES DURING THE 1907 AND 1914 CrisEs 


Call Loans Siaty-Ninety Day 
New York Stock Commercial Paper, 
Hachange New York 
2 1907 1914 1907 1914 
August 3.06% 6.25% 6.25% 6.34% 
September 4,00 6.00 6.79 6.70 
October 21.00 6.00 7.10 6.44 
November 1A PAs: 5.41 7.40 5.50 
December 14.60 3.38 8.00 4.35 


Improvement in Business Conditions. Business conditions 
began to improve rapidly toward the end of 1914. The seas 


18 The Financial Review, 1915, p. 45, and letter to author from W. P- G. 
Harding, then Governor of Federal Reserve Board. 

19 See Willis, American Finance and the Huropean War, p. 162. 

20 First Annual Report of the Federal Reserve Board, 1914, p. 15. 

21 Sprague, The Crisis of 1914 im the United States, p. 520. The in- 
terest rates given above were found in The Review of Economic Statistics, 
1919, pp. 99, 103. 
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had been cleared of German raiders and American exports in- 
creased at a rapid rate, in fact so rapidly that sterling dropped 
back to $4.87 by January. The New York Cotton Exchange 
reopened on November 16. On November 28 trading in 
bonds was resumed on the New York Stock Exchange, on Decem- 
ber 12 in about one-half of the stocks, and on the 15th in the 
remainder,?? subject to the restriction that sales could not be 
made below certain minimum prices, generally the closing prices 
of July 80. On April 1, 1915, all Stock Exchange restric- 
tions were removed. 

The years 1915, 1916 and 1917 were ones of great prosperity. 
The Allies drew heavily on America for their impedimenta. 
First war industries and then others, as the good times became 
generally diffused, worked at a feverish pace to meet the in- 
creased foreign demand and the growing consumption at home. 
Gold flowed to America in unprecedented amounts, and huge 
loans were granted to the Allies. Even the American merchant 
marine experienced a boom such as had not been known for some 
fifty years. 

America’s Foreign Trade 1914-1917. The spectacular 
growth of America’s foreign trade is portrayed in the following 
table. Even when the changes due to the rise in the general level 
of prices are eliminated, the increase still remains a very real 
one. In preparing this table the value of the exports for the 
years 1913 and 1914 was divided by the Bureau of Labor Index 
for wholesale prices; for 1915, 1916 and 1917 an export price 
index prepared by Professor Berridge was employed as the defla- 


tor.28 Import values were deflated by the Bureau of Labor Index 
for wholesale prices: 


22The Financial Review, 1915, p. 10. 

23 “Analysis of the Exports of Merchandise from the United States,” by 
Berridge, Review of Economic Statistics, October 1919. The data for 
exports and imports were found in the Statistical Abstract of the United 
States, 1920, pp. 772-773. The correct method to have followed in de- 
flating the export and import figures would have been to use, in both 
cases, index numbers based on export and import prices. Unfortunately, 
for imports these are not available before 1919 so the Bureau of Labor 
Index had to be used as a make-shift substitute. The Federal Reserve 
Board has prepared index numbers of the prices of exports and imports 
for 1919 and thereafter, using 1918 as a base. (See the Federal Reserve 
Bulletin, 1920, p. 459.) Their index number of the prices of exports during 
1919 amounts to 221; for imports, 174, as against a Bureau of Labor Index 
Of 212" In alt, probability this same relationship prevailed for the years 


1914, 1915 and 1916 which would mean that the deflated . i 
as given above is too low. ; DS eee 
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THE Foreign TRADE OF THE Unrrep STATES 
Calendar Years 1913-1917 
(000 omitted) 
Z | 
Years EHaports Imports Heacess | Haports Imports | Hacess of 
(excluding ' of deflated deflated exports 
reexports ) Heports (deflated) 
1913 $2,448,284 | $1,792,596] $ 655,688 | $2,448,284 | $1,792,596 | $ 655,688 
1914 3,071,058 1,789,276| 1,281,782) 3,071,058) 1,789,276 | 1,281,782 
1915 3,493,231 1,778,597 | 1,714,634 | 3,458,687 | 1,760,987 1,697,650 
1916 5,422,643 2,391,635] 3,031,008] 4,444,789| 1,928,788 | 2,516,051 
1917 6,169,617 | 2,952,468] 3,217,149] 3,785,041] 1,677,537] 2,107,504 


Huge increases in exports of food stuffs, including wheat, flour, 
meat, and dairy products, and of manufactured materials such 
as explosives, iron and steel goods, chemicals, metal for shells, 
automobiles, cotton and woolen goods were chiefly responsible 
for the large export balance.24 Exports of raw materials such 


INDICES OF Exports TO EUROFE BY QUANTITIES OF MERCHANDISE 25 
(Base, 1911-1914 = 100) 
(Fiscal Years) 


1915 1916 1917 1918 1919 
TEOERID” 9 plore eho UL CCRC sO ERE AO RCD alate Blt 139 ala bs) 131 
Foodstuffs in 
ermude condition .........<s-> 294 214 205 91 204 
Foodstuffs partly or 
wholly manufactured ........ 140 dlintes 159 172 2438 


24Dr. B. M. Anderson, Jr. (Effects of the War on Money, Oredit and 
Banking im France and the United States, p. 157) has computed the ratio 
of America’s foreign to domestic trade to be as follows for the years 
1910-1918: 


UW a catco un pein boc 9.9% 
Dain ago ct Ooncs ue 5 11.4 
OM econ Ob JO uae we 11.6 
IP aso Goo o Homo aees 11.5 
IO reee 85 OmaO gn Gow 11.7 
IW: os Goro cameo 11.4 
LONG Ae peratogvelatensiens ons) 17.9 
HOUT veteran vote tet systiensls 13.7 
DO US i fareroleade tions) «lene shen 13.4 


The Review of Economic Statistics, October 1919, p. 312, 
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Manufactures ready 


LOL) CONSUMPtIOM Wee see yee 102 175 213 195 176 
Crude materials for use 

INVIMANULACHUE IN Sere epeteteeeneiaie 92 (3 72 58 69 
Manufactures for further 

use in manufacturing ........ 91 123 171 136 109 


as unmanufactured cotton actually declined. While America’s 
commodity balance was very “favorable” with the Allies, it was 
only moderately so with the European neutrals and actually 
“adverse” with the Orient and neutrals outside of Europe. 

The American Merchant Marine. The phenomenal increase 
in exports gave American shipping a prominence it had not 
known for fifty years. In 1914, the American merchant marine 
had some 7,928,688 *° gross tons; by 1917 this had increased to 
8,871,037 and by 1920 to 16,324,024, through the construction - 
of new ships and through the admission of foreign vessels 
to American registry by an act passed in August of 1914, 
Whereas in 1914, 8.3% of the exports and 11.4% of the imports 
were carried in American vessels, in 1917, 14.7% of the exports 
and 27.5% of the imports were so carried. While the American 
merchant marine had made great strides, it had not increased 
sufficiently to enable America to become an international creditor 
on this account. The United States was still a debtor by reason 
of the shipping charges she annually paid to the nationals of 
other countries.27 

The Increase in Production. To produce goods for export 
and for increased domestic consumption, American industry 
worked at a faster pace. Farmer, miner, and manufacturer 
worked overtime that the domestic and foreign wants might be 
satisfied. 

In the following table there are presented five indices showing 


the changes which took place through this period in the produc- 
tion of basic commodities.28 


26 The data in this paragraph were found in the Statistical Abstract of 
the United States, 1920, pp. 867, 380, 381. 


27 See The Review of Economie Statistics, 1919, D-2ol: 
28 Sources: 
lig TBE WA Kemmerer, High Prices and Deflation, p. 7. 
II. W. ©. Mitchell, History of Prices During the War, Summary, 
War Industries Board, pp. 44-45, 
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INDICES OF THE PRODUCTION oF BAsIc COMMODITIES 


I II Iil IV Vv 
Year |Kemmerer’s | Mitchell's King’s Stewart’s | Federal Reserve 
Bank of N. Y. 
1914 99 99 100 101 103.7 
1915 104 107 110.6 112 111.3 
1916 109 ilalat 131.7 alaley 121.4 
1917 A12 114 123-9 124 128.2 
Base: Base: Base: Base: 49 commodities 
1913 =100 |1913=100 |1914=100 1911- Base: 1910-1914 
1913 = = 100 
100 


These indices reflect an average increase in the production and 
trade of 1917 of 19.5% over that of 1914. 

The Influx of Gold. The Allies resorted to a variety of means 
to pay for the vast flow of goods from the United States. Dur- 
ing the early days of the war they canceled our floating in- 
debtedness on open account,”® later they exported gold, sold 
their nationals’ holdings of American securities, and floated loans. 
By reason of the forces already noted, the gold export balance 
during the calendar year of 1914 amounting to $165,217,000 as 
compared with an export balance of $28,093,778 in 1913 and an 
import balance of $19,123,930 in 1912, was larger than ever 
before in the history of the United States.2° The imports 
amounting to $57,383,000 were on a normal scale. The larger 
part of the export balance of 1914 was shipped to the account 
of England and France, shipments to France amounting to 
$85,000,000 and to the account of England to $100,000,000— 
most of which was sent to Canada. In the table below, giving 
monthly imports and exports of gold through 1914, it will be 
noted that beginning with May exports exceeded imports and 
continued to do so until December when imports exceeded ex- 


ports by $8,978,000. Thereafter imports of gold regularly ex-. 


Bankers Statistics Corporation, Special Service, Vol. II, No. 
12, August 24, 1920. 
IV. W. W. Stewart, 4n Index Number of Production, The American 
Economic Review, March 1921, p. 68. 
V. Courtesy of Statistics Department, Federal Reserve Bank of New 
York. 
29 See Willis, The First Year of the New Banking System, p. 616. 
30 The Financial Review, 1915, p. 86. 
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ceeded exports until America entered the war, with the excep- 
tion of the first four months of 1916. Exports exceeded imports 
during those months by $18,832,000, the outflow for the most 
part going to Spain, South America, Japan, China and the West 
Indies. With the exception of these months, the inward flow of 
gold coming principally from Great Britain and her allies was 
uninterrupted. 


MontuHiy Gotp Movement—1914 31 
(000 OmIrTED) 


Imports Exports Balance + = Import 

— = Heport 

a En ieee OSes re ee 
Jan. $10,442 $ 6,914 $ + 3,537 
» Feb. 3,208 9,078 — 5,870 
March 7,842 2,632 + 5,212 
April 3,460 iff + 3,053 
May 1,972 16,835 — 14,863 
June 3,817 48,107 — 44,290. 
July B91 33,669 — 80,278 
Aug. 3;045 18,125 — 15,080 
Sept. 2,761 21,887 — 19,126 
Oct. 5,945 50,301 — 44,357 
Noy. 7,391 14,526 — 7,185 
Dee. 4,109 180 + 3,978 
Total $57,383 $222,611 $ — 165,217 

Gotp MoveMEnT—1915-1917 
(000 omitted) 
Year Exports Imports Balance 
1915 $ 31,418 $451,949 $420,531 
1916 155,888 685,983 580,105 
1917 (Jan, 60,706 302,190 241,484 
Feb. ; 
March) 

Total $248,012 $1,439,122 $1,192,120 


31 The data for gold imports and exports were found in the Monthly 
Statistical Bulletin, Standard Daily Trade Service, January 18, 1922. 


- . 
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By April, 1917, the gold stock of America had increased 
by a billion dollars,>? reckoning that $193,000,000 of the import 
balance went to make good the loss sustained in 1913 and 1914. 
One-third of the monetary gold stock of the world was held in 
the United States. As an offset to the goods the Allies were 
purchasing, the gold imports were a mere bagatelle; relative, 
however, to the gold stock of the world, and to the effect on 
bank reserves and on prices, the imports were of considerable 
importance and consequence. 

The Return of American Securities and the Export of 
Capital. Europe could not, as already indicated, pay for her 
purchases in America solely through exports of gold. The Allies 
were compelled to resort to other expedients. They were forced 
to return huge amounts of securities and to float large loans. 
It has been estimated that in 1914 Europeans owned six billions 
of dollars of American securities.*4 To secure goods which they 
needed, allied nations could either sell the American securities 
owned by their nationals directly in America or use them as 
collateral for the flotation of loans. In either case credits would 


32 Date Stock of gold Gold in Federal Per cent. of 


in the United Reserve Banks country’s stock 
States in Federal Ie- 
(000 Omitted) serve Banks 
Jan, 1, 1915 $1,815,976 Spee lok 13.38% 
Jan. 1, 1916 2,312,444 542,413 23.5 
Jan. 1, 1917 2,864,842 736,236 25.0 
Jan. 1, 1918 3,040,439 1,674,405 aol 
Jan. 1, 1919 3,080,510 2,092,062 67.9 
Jan. 1, 1920 2,787,714 2,062,845 74.0 
Jan. 1, 1921 2,784,834 2,062,786 74.1 
July 1, 1921 9 SS Say 2,461,931 76.4 


Hearing before the Joint Commission of Agricultural Inquiry, 67th 
Congress, 1st Session, under Senate Concurrent Resolution, 4, Part 18, 
p. 521. 

33 Tt has been suggested that Hurope’s purpose in sending gold to America 
was in part to bring about a rise in prices and easy money conditions in 
America. Rising prices in America would mean that Europe could dispose’ 
of her holdings of American securities at higher prices, and would benefit 
to the extent that the rise in stock prices preceded the rise in commodity 
prices. Further with the easy money conditions brought about by the gold 
imports, the Allied loans could be floated at lower rates of interest. 

384 Harding, The Results of the European War on America’s Financial 
Condition, p. 114. 
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be established against which they could draw. Even before the 
outbreak of the war, from $350,000,000 to $500,000,000 of 
American securities had been returned. Early in 1915 England 
began to purchase her nationals’ holdings of American securities 
and later requisit:oned them for the purpose outlined. In the 
accompanying table, reproduced from The Review of Economic 
Statistics,*? are given the amounts.of American securities re- 
turned together with the loans floated by the Allies in America, 
which were collateraled for the most part by American securities: 


THE Export or Caprrat—1914—Aprit, 1917 


Loans to foreign nations (91% for war purposes) ........$2,375,000,000 
American railway securities returned, 

AUGUST nveur vari ae 0) liye ees cee ee 400,000,000 
American railway securities returned after 

January  SLWVLSLS RAMs oc Maes ool ae ane ee 1,215,475,000 
Othersesecurities, weturned) ik. saaqeo. 4a eee 304,000,000 


BODO er oor soon Cone 100,000,000 


LOtalins mcaveunaemns 4,394,475,000 


Plans Suggested for the Prevention of Pre-War Inflation. 
The fear early grew among economists and bankers 2° in 
America that the influx of gold, in inducing prices to rise, would 
cause the period of prosperity to degenerate into an orgy of 
speculation. Governor Harding expressed this fear in 1916 
when he said: “It is a solemn responsibility that we have . 
to avoid the dangers of inflation of currency, [and] inflation of 
credit, which is more insidious, and just as dangerous.” #7 A 
number of measures were suggested with a view of preventin 
this result. Some felt, among them Mr. Paul M. Warburg,*® that 
were the incoming gold impounded in the Federal Reserve Banks 
and controlled by them, the dangers of rising prices would be 
lessened. This same view was expressed in the Third Annual 


85 The Review of Economic Statistics, 1919, p. 246. 

86 For a symposium on the question as to whether the inflation could be 
checked, see The Annalist, August 30, 1915. 

87 Marding, The Federal Reserve Law and Its Amendments, p. 111. 

88 Warburg, The Reserve Problem and the Future of the Federal Reserve 
System, p. 115. 

89 Third Annual Report of the Federal Reserve Board, 1916, pp. 24-29, 


The Board also held that such control would permit an easier efflux of 
gold when the tide turned against America. 
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Report of the Federal Reserve Board.?? The Report advocated 
that the Federal Reserve Act be amended so as to allow Federal 
Reserve notes to be issued directly against gold and that member 
banks be required to keep all of their reserves with the Federal 
Reserve System.*? It was thought that both measures would 
give the System a more effective control over the heretofore un- 
regulated gold inflow and would decrease the danger of infla- 
tion. How such control would check the rise in the price level or 
the rate at which it was rising, no one has clearly explained. It 
is an elementary principle that to affect prices, money and 
deposit currency must be in circulation, must actually be offered 
in exchange for goods and services. Gold not yet mined or 
gold which is hoarded whether in the vaults of a central reserve 
bank (save as it serves for the basis of credit expansion) or in 
a miser’s hovel can have no effect on prices. The incoming gold 
would then have to be hoarded in the Federal Reserve Banks and 
not used as a basis for increased credit extensions, if its effect 
on prices were to be nullified. Had the Federal Reserve Banks, 
desiring to increase their gold holdings at their own expense, 
gone abroad and purchased this gold in the European gold mar- 


40 These suggestions were finally enacted by an act passed on June 21, 
1917. In the early part of 1917 the Board recommended (Federal Reserve 
Bulletin, 1917, p. 1) that the date on which balances with central reserve 
and reserve city banks should cease to count as reserves be drawn back 
from November 1, 1917 to February or March, 1917, thereby concentrating 
the reserves of the country to a larger extent. 

Before June 21, 1917, a Reserve Bank, wishing to issue Federal Reserve 
notes, was required by the Act to make application to the Reserve Agent 
for the amount required, accompanying the application by an amount of 
collateral consisting of notes and bills eligible for rediscount equal in 
amount to the Federal Reserve notes applied for. When the Reserve Bank 
paid out the notes so obtained, it immediately set aside a reserve in gold 
of 40% of the notes in circulation. Thus Federal Reserve notes were 
backed up by 140% of collateral and were issued against eligible com- 
mercial paper alone. To reduce its note liability, a Reserve Bank was per- 
mitted to deposit with the Reserve Agent Federal Reserve notes, gold, gold 
certificates or lawful money. During 1915 and 1916, the Reserve Bank fol- 
lowed the policy of depositing gold with the Reserve Agent, thereby re- 
ducing the note liability of the Bank and obtaining the commercial paper 
originally deposited and then immediately redepositing the commercial 
paper, securing additional notes, and then in turn obtaining the commercial 
paper again by deposits of gold. This practice was followed in order 
that as much of the gold stock in the country as was possible might be 
lodged with the Reserve Banks. As a result of this policy, the Federal 
Reserve note was virtually a gold certificate before 1917. See Third 
Annual Report of the Federal Reserve Board, pp. 25 and 230. 
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ket, it might have been possible for the Regional Banks to have 
hoarded it and by high discount rates to have discouraged ex- 
tensions of credit based on it. The gold inflow was not so 
induced. It came here in payment of goods, and was deposited 
by exporters in commercial banks. To be in a position to pay 
interest on these deposits and to provide dividends for the share- 
holders, the commercial banks had to.employ this gold, and they 
did so by increasing their loans. This they would have done 
whether the gold were in their own vaults or had been deposited 
by them as reserve funds in the Reserve Banks. So long then 
as the banks of the country expanded solely on the basis of the 
incoming gold, the Federal Reserve Banks were powerless to con- 
trol the situation; unless through their open-market operations 
they would have been able to mop up all the surplus funds in the 
market, by selling their holdings of government bonds, municipal 
warrants, acceptances, etc., to the member banks. Any attempt 
of this kind would have been futile. The surplus funds were so 
plentiful and were coming in at such a rapid rate from Europe 
that the Federal Reserve Banks could not possibly have absorbed 
them. Only when the banks of the country had expanded as far 
as possible on the basis of the incoming gold and had then at- 
tempted to expand further by rediscounts with the Reserve Banks. 
could the Reserve System have controlled the situation. 

The members of the Board suggested still another plan for 
the prevention or checking of inflation prior to the war. They 
urged that the Federal Reserve Act be amended in such manner 
as to permit them to increase from time to time, the reserve 
requirements of all member banks in a single district or in all 
districts upon the affirmative vote of five members of the Board.*4 
The increases were not to exceed 20% of that part of the 
reserve of the member bank kept with its Reserve Bank and for 
periods not to exceed thirty days in length. This suggestion 
was never enacted. ‘The Federal Advisory Council opposed it on 
the ground that, as it applied only to member banks and not to 
non-members, the fear among banks that their reserves might be 
increased at any time would discourage non-members from join- 
ing the System. An increase of the balances of member banks 
with their Reserve Bank of 20% would have had the following 
effect on the reserve requirements of that time, assuming that 


41 See, the Federal Reserve Bulletin, 1917, pp. 102, 108, also Westerfield, 
The Reserve Situation in the Federal: Reserve System, p. 518. 
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the provisions of the Federal Reserve Act regarding the reserves 
required to be held by the member banks had gone into full 
effect : 


INCREASE IN RESERVE AGAINST DEMAND Deposits 


eM Ae SCLVENGUES: ibs crs cic aie 6 as a ebeevaeeaiet ei s-save se ane from 18% to 19.4% 
FOC LV OME LLC Sema humo ceevsrest.satetattemiastmrmem oc meas ¢ eee from 15 to 16.2 
CARLES C1 ERA AS) IR GS See eC ee EN rR a from 12 to 13.0 


Inasmuch as this suggestion contemplated but a temporary and 
slight increase in the reserve requirements, its influence, had 
it heen adopted, would have been negligible in checking the rise 
in prices in view of the size of the gold imports. As the sugges- 
tion mentioned above was not pndered and as the Bank. rates 
were not effective, the Board could do little else than to caution 
the Reserve Banks to restrict their open-market operations,*? 
so that the funds in the market, already abundant, would not be 
increased. 

Reasons for the Pre-war Advance in Prices. Though there 
is no unanimity of judgment as to the reasons for the advance 
in the general price level before 1917, the general consensus of 
opinion among economists ** was, that three factors were chiefly 
responsible for the higher prices. The first of these and one 
which we have already elaborated was the inflow of gold. Two 
other factors, hardly less significant, were the reduction of the 
reserve requirements of commercial banks, and improvements in 
the mechanism for the collection and clearance of country items. 

The Reduction in Reserves. Incident to the greater concen- 
tration, control, mobility, liquidity, and elasticity of the reserve 
moneys of the country, brought about by the inauguration of the 
Federal Reserve System, it was held, and correctly so, that the 
reserves national banks were required to maintain might safely 
be lowered. The joint stock banks in Europe, by virtue of their 
union into an efficient system, had found it possible to operate 
on much lower reserves than national banks were permitted to 
hold. These factors justified the framers of the Federal Re- 
serve Act in making the following reductions in the reserves held 
by national and other member banks: 


42 See, for instance, the Federal Reserve Bulletin, 1917, p. 76, and Willis, 
The First Year of the New Banking System, pp. 612-6138. 

43 See Report of the Conunittee on War Finance of the American Hco- 
nomic Association, The American Economic Review, Supplement No. 2, 
March, 1919, pp. 90-118. 


192 PRE-WAR DISCOUNT POLICY OF 


RESERVES NATIONAL BANKS WERE REQUIRED TO MAINTAIN PRIOR TO 1914 
AGAINST NET DEMAND AND TIME DEPOSITS: 44 


Central Reserve Country 
Reserve Cities Banks 
Cities 


Against all deposits 


Rae Ee NS ee ES eee 
Minimum distribution : 
LIVMOW WAV ATLLES cha wae: atede lef eactetars nekerene 
With national banks 
in central reserve 
cities 
With national banks 
in reserve or 
central reserve cities 


AL. 
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Under the Federal Reserve Act, effective November 16, 1914, 
member banks were required to maintain reserves against deposits 
as follows: 


Central Reserve Cities Reserve Cities Country Banks 


1. Net demand 


deposits. . . . 18% ; 4»: 15%; first thirty-six 12%; first thirty-six 


in vault, 74g with 
Federal Reserve 
Bank, balance in 
vault or with Fed- 
eral Reserve 
Bank. 


2. Time de- 
posits, to 
be held in 
the same 


way as re- 
serves 
against de- 
mand de- 
posits 


44See Westerfield, Bankin 
before the Joint Commissio 


months, 6; in vault, 
thereafter 5; first 
twelve months, %45 
with Federal Reserve 
Bank, and for each 
succeeding six months 
¥Y5 additional until 
§{5 have been depos- 
ited; for thirty-six 
months, balance in 
vaults or on deposit 
with Federal Reserve 
Banks or national 
banks in reserve or 
central reserve cities 


ee) w ¢ 0 16 @: @ (e (6-0) 6 Sis ie 


months, 5 in vault, 
thereafter 449; first 
twelve months, %» 
with Federal Reserve 
Banks, and for gsuc- 
ceeding six months 45 
additional until 4» 
have been ‘deposited ; 
for thirty-six months 
balance in vaults or 
on deposit with Fed- 
eral Reserve Bank or 
national banks in re- 
serve or central re- 
serve cities 


g Principles and Practice, p. 403, and Hearing 
n of Agricultural Inquiry, Vol. 2) D. b22) 
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It has been estimated that the reductions in the reserve require- 
ments of national banks released $464,919,076 of reserve funds.*® 
To this amount must be added the funds which were released by 
lowering, in a number of states during 1915, the reserve require- 
ments of state banks. There was not the same justification for 
this action as there had been in the case of national banks. 
National banks had been unified in a system which permitted a 
lowering of reserves with no weakness to the banking structure. 
As state banks had not been united into such a system, a lower- 
ing of the reserve requirements was not justified.4® Had the war 
not intervened, the rise in prices resulting from the release of 
these funds would have been gradually diffused over all gold 
standard nations, for gold would have flowed from America as_ 
prices advanced. This efflux of gold which would normally have 
taken place was prevented by the sudden and phenomenal in- 
crease in the export trade of the United States and by credit 
expansions in the allied nations. 

The Increased Velocity of the Circulating Media. A third 
reason for the advance in prices was the increase which took 
place in the rapidity of turnover of America’s circulating media. 
This was due to improvements brought about by the Federal 
Reserve System in the machinery for the collection and clearance 
of country items. The establishment of the gold settlement fund 
and other similar devices has cut down the time of collecting such 
items by half.4* The dollar was consequently enabled to do a 
larger quantity of work, to work more efficiently, and to the ex- 
tent that the velocity of the circulating media increased, prices 
rose. 

45 Few economists have given adequate attention to the importance, 
as a cause of the rising prices from 1914-1917 to the lowered reserves 
against time deposits. Prior to 1913 the reserve requirements against 
time deposits (payable on a notice of 80 days or more as now defined) 
were the same as against demand. No distinction was made. From the 
time the Federal Reserve Act became effective to June 21, 1917 the 
reserves member banks were required to maintain against time deposits 
were reduced to 5 %. The importance of this will be realized when we 
remember that in 1914 time deposits were equal to 22.6% of individual 
demand deposits, in 1915 to 22.8, in 1916 to 25.9, in 1917 to 27.2, in 1918 
to 26.1, in 1919 to 30.4, in 1920 to 38.2. See, Hearing before the Joint Com- 
mission of Agricultural Inquiry, Sixty-Seventh Congress, First Session, 


Part 13, p. 523. 
46 See, Second Annual Report of the Federal Reserve Board, pp. 18, 14, 


104-113. Ps i4 : ; 
47 See, Hearing before the Joint Commission of Agricultural Inquiry, 


67th Congress, Ist Session, Part 13, p. 523. 
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The Range of Interest Rates. The abundance of funds in 
America during 1915 and 1916 led to extremely low interest 
rates as banks, particularly those located in the large financial 
centers, competed against each other to place loans.** The 
following table gives the range of rates in the New York Money 


market.*® 

Year Call loans Siavty-Ninety Day Four-Six Months 
Commercial Paper Commercial Paper 

1913 3.22% 5.60% 6.20% 

1914 3.44 4.78 5.AT 

1915 eS 3.45 4.01 

1916 2.62 3.43 3.84 

1917 3.43 4.74 5.07 


The Increase in the Circulating Media. The influx of gold, 
the release of reserve moneys, were all reflected in a rapid increase 
in the circulating media of America—money and deposit cur- 
rency. Prof. EK. W. Kemmerer has very carefully computed the 
actual amounts of money in circulation and bank deposits subject 
to check and has prepared index numbers for the same, which 
are reproduced below: °° 


Year Monetary Circulation Bank Deposits 
le hoe: =) 'G ee ~ 
Actual Index Numbers Actual Index Numbers 
(Millions) (Millions ) 
1913 $3,390 100 $12,678 100 
1914 3,505 103 13,480 106 


a ee 


48 Loans, discounts and investments of commercial banks increased as 
follows: 


sn annem mere 

Date National Banks State Banks, Private Banks, 
Savings Banks and Trust 

Companies reporting to the 


Comptroller of the Currency 
It" 


—— SS SS 
Loans and Invest- Loans and Invest- 
Discounts ments Discounts ments 
June 30, ’14 $6,430,069 $1,914,889 $8,858,288 $3,670,036 
June 20, ’17 8,957,678 3,013,068 11,674,130 4,990,752 
a eee 


Sources : Annual Repor t of the Com t 
p roller of the Currenc 1914 pp 26 n 
. YU; ’ . and 81. 


Ibid., 1917, pp. 37, 89 and 90. 


49The Review of Economic Statistics, 1919, pp. 95, 99, 103. 
50 Kemmerer, High Prices and Deflation, pp. 12, 27. 
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Year Monetary Circulation Bank Deposits 
c =A cr A 
Actual Index Numbers Actual Index Numbers 
(Millions ) (Millions) 
1915 8,682 109 14,411 114 
1916 4,159 123 17,840 141 
1917 4,914 145 PPE 168 


As the table shows, money in circulation increased by 45%, bank 
deposits by 68% ; while, as already indicated, trade and produc- 
tion increased by only 19.5%.°! The inevitable consequence of 
such an excess of circulating media to trade needs, increased 
further by an increased velocity of circulation, were rising 
prices ** and a decline in the purchasing power of money, as 
shown by the following index numbers: 


Year Bureau of Annalist Bradstreet War In- Dun 
Labor , dustries 
Statistics Board 
1913 100 100 100 100 100 
1914 98 104 OW 98 101 
1915 101 106 107 101 105 
1916 127 126 128 ; 125 123 
1917 Aer 187 170 173 169 


Base—July, 1913—-June, 1914 = 100. 


‘The pre-war years were very prosperous ones for America. 
The farmer, the laborer, the manufacturer, the stock speculator,”® 


51 Other things remaining equal, an increase in trade would bring about 
a fall in prices. But other things do not remain equal, an increase in 
trade would normally increase V and Vi in the quantity formula, an in- 
erease which would tend to nullify the influence that the increase in trade 
might have in bringing about lower prices. See Fisher, The Purchasing 
Power of Money, pp. 165-169. 

52 The rise in prices in America from June, 1915,—July, 1917, was a more 
rapid one than had ever occurred in a nation on a specie basis. 

58 The average of 25 industrial securities advanced from a low in 1915 
of $51.85 to $86.60 in 1916. Courtesy of the Statistics Department, Fed- 
eral Reserve Bank of New York. 

Professor Kemmerer has prepared the following index of speculation, 
based on the number of shares traded on the New York Stock Exchange, 
for the years 1910-1917 :— 

1910-1380 1914- 388 
1911-100 1915-137 
1912-104 1916-184 
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the ship builder were all enjoying a full dinner pail—filled indeed 
with choice and dainty morsels. The only ones not so prosperous 
were those living on fixed incomes or those whose salaries had 
not kept pace with the rise in prices. ‘These classes were im- 
poverished relatively speaking, the others were enriched. The 
‘hard times” of 1913 and 1914, and the bread lines of those 
days were quickly forgotten, as people became busily engaged in 
turning out the sinews of war. It was in the midst of such 
economic conditions as these that the Federal Reserve System 
spent its adolescence. 


THE PRE-WAR DISCOUNT POLICY OF THE FEDERAL RESERVE SYSTEM 


We have at last reached a point where we may plunge into a 
discussion of the discount policy of the Federal Reserve System. 
The first two chapters were devoted to a treatment of the develop- 
ment of the modern concept of the functions of the Bank Rate 
and of the methods employed by central banks in Europe in 
controlling credit. As the concept of credit control was non- 
existent in America prior to 1914, it was necessary to refer in 
this way to European experience in order to establish criteria 
by which the discount policy of the Reserve Banks might be 
judged. After discussing the origins of credit control in the 
United States and the background of the Federal Reserve 
Act, the discount provisions of that measure were set forth 
in detail in Chapter IV. The first section of this Chapter 
was devoted to a survey of business conditions in America 
from August 1914, to April 1917. The closeness of rela- 
tionship between discount policies and business developments 
necessitated this study. At present we are embarking upon a 
study of the pre-war discount policies of the Reserve System. 
Our treatment of this will be divided into the following sections: 

a) First of all there will be discussed those principles which 

guided the Reserve Banks to a greater or less degree in 

fixing their Bank rates. 

b) This will be followed by a statistical analysis of the re- 

discounting and open-market operations of the Regional Banks. 

c) The Chapter will conclude with a summary and critical 

analysis of the pre-war discount policies of the System. 

1913- 66 1917-147 
Average of 1910-1914 100 


See Kemmerer, Inflation, The American Economic Review, June 1918, p. 


249, 
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PRINCIPLES UNDERLYING THE PRE-WAR DISCOUNT POLICY OF THE 
FEDERAL RESERVE SYSTEM 


The duty of putting the Act into effect was entrusted to the 
Reserve Bank Organization Committee, consisting of the Secre- 
tary of the Treasury, the Secretary of Agriculture, and the 
Comptroller of the Currency. By January of 1914 this Com- 
mittee had secured the services of a group of seven experts, with 
H. Parker Willis as chairman, known as the preliminary organiza- 
tion committee.°* To them was delegated the task of delineat- 
ing the Federal Reserve Districts, of outlining the internal 
organization of the Regional Banks, of providing for the election 
of the directors of the Banks, and, in short, of supervising all 
the details of setting up the new banking institutions. 

’ The Reserve Banks Opened on Nov. 16, 1914. The experts 
assisting the Organization Committee had not as yet completed 
their task when the financial and business structure of the country 
was rudely shocked by the outbreak of the Great War. The un- 
certainty and confusion of those times led many to express 
the opinion that the Federal Reserve Banks should not be opened 
until conditions should have become normal. Wisely, this policy 
was not adopted. At a conference of the newly-chosen Governors 
and Directors of the Regional Banks, held in Washington on 
October 20-21, 1914, the decision was reached to carry on the 
work of establishing the banks.®® So vigorously was this pushed 
forward that the Secretary of the Treasury, whose duty it was 
under the Act to specify the date of the formal opening of the 
Banks, was able to name the sixteenth of November. On this 
occasion President Wilson in a letter to Secretary McAdoo 
enthusiastically exclaimed: ‘A new day has dawned for the 
beloved country whose lasting prosperity and happiness we so 
earnestly desire.” °° 

The Formulation of a Discount Policy. Before the Regional 
Banks had officially opened, the Federal Reserve Board in con- 
junction with the officers and directors of the new institutions, 
discussed the formulation of a discount policy. This discus- 
sion was prompted by recognition of the fact that the twelve 
banks ought to follow a uniform policy. For one regional bank, 
for instance, to take a conservative course by setting its rates above 


54 See Report on the State of the Finances, 1914, p. 28. 

55 See First Annual Report of the Federal Reserve Board, p. 182. 

56 This letter is quoted in the Commercial and Financial Chronicle Nov- 
ember 21, 1914, p. 1497. “4 
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those prevailing in the market, and for another to rediscount with 
undue liberality, would of course militate against the harmonious 
working of the system. In formulating the discount policy of 
the new institutions, at least two problems were involved. In the 
first place, a decision must be reached regarding the relationship 
of the Bank rates to those prevailing in the market; and in the 
second place, a decision would have to be made regarding the 
scope and place of the Reserve Banks in the banking system as a 
whole—whether they were to function continuously or only in- 
acute emergencies. 

Bank Rate to Rule above Market Rates. With regard to 
the first point, the establishment of discount rates, the officials 
of the new banks were divided into two schools of thought. One 
group felt that the rates should be low, low enough in fact to 
stimulate the use of the new institutions. ‘The second group, 
profiting perhaps by the ill-fated experience of the Second United 
States Bank during its early years, felt that the System should 
proceed cautiously at first and that the rates established should 
be above those of the market. 'The members of the Board, so 
far as one may judge from passages in its Annual Reports, were 
themselves advocates of the second point of view and were con- 
vinced that at the start “conservatism should be the guiding policy 
in establishing discount rates.” ®7 The adoption of such a policy, 
the Board felt, would “prevent the accumulated strength of the 
banks from being dissipated and protect their resources from 
being used to finance operations not calculated to add to the 
strength or solidity of general banking conditions.” ®* Several 
factors had forced the Board to this point of view. Although 
exports to Europe were increasing rapidly, there was still a large 
cash balance owing the nationals abroad for which gold might 
be demanded at any time, a demand which would fall on the gold 
reserves of the Reserve Banks. A large quantity of American se- 


curities was held abroad which might conceivably be dumped on the | 


American market. Further, there was more than $300,000,000 
of emergency currency in circulation which would gradually have 
to be retired. As the war continued and great quantities of capi- 
tal were destroyed in Europe, the Board believed that interest 
rates there would surely rise above rates prevailing in this coun- 
try. This would hasten the flow of European securities to Amer- 
ica, and would accelerate the export of capital from Ametica.®? 
57 Willis, The Federal Reserve, p. 117: 


58 First Annual Report of the Federal Reserve Board, p. 7. 
59 Ibid., p. 182, 
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The Federal Reserve Banks Not Emergency Institutions. 
Having reached the decision that the Bank rates should be 
established above the rates prevailing in the market, the Board 
and the officials of the Banks had next to consider the proper 
scope of the system. Were-the Reserve Banks to function con- 
tinuously, either through rediscounting bills for member banks or 
through open-market operations, or were their activities to be 
confined solely to the meeting of emergencies? If they were to 


__be merely emergency institutions, as the National Reserve As- 


sociation would have been, their range of activities save in time 
of financial stress would be a most narrow one. They would not 
participate in the open-market, they would not act as clearing 
centers, and they could not in other ways be continuously help- 
ful to member banks and to the public. If this policy prevailed, 
the Regional Banks were doomed for the most part to a state 
of inactivity, initiating nothing, but waiting until some emergency 
forced the member banks to rediscount. The adoption of the 
principle that the Bank rates should rule above market rates 
would not in itself preclude the Reserve Banks from functioning 
continuously. Bank rates in Europe usually rule above market 
rates, yet the central banks there have played a very active 
role in the market. The Reserve Banks through their open- 
market operations could do likewise. The Board then had to 
choose between two courses of action: whether the Reserve Banks 
were to operate continuously but with their rates above the 
market, or whether they were to function only as called upon by 
the member banks. 'The conclusion was reached that the Banks 
were not designed to function only in emergencies, but that the 
Act had created a permanent and costly organization’ which 
should continuously occupy itself in the interests of the common 
good, adapting itself to “the needs of industry, commerce, and 
agriculture—with all their seasonal fluctuations and con- 
tingencies.” °° Their duty, the Board held, was not to await 
emergencies, but by anticipation to prevent them in so far as this 
was possible. Not that the Reserve Banks should compete with 
the larger commercial banks in attempting to employ their 
resources to a maximum—any such attempt would sooner or 
later end disastrously. The Reserve Banks should, in ordinary 
times, in the opinion of the Board, invest enough of their re- 
sources to earn their expenses, protect communities against ex- 
orbitant rates of interest, and build up a portfolio sufficiently 


60 See First Annual Report of the Vederal Reserve Board, p. 1%. 
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large so that through the release of additional funds or through 
the withdrawal of those invested, the Reserve Banks might ex- 
ercise a decided effect on the market. Furthermore, they must at 
all times guard against becoming an instrument for the promo- 
tion of the selfish interest of any sectional or private group. 
“Regulation in ordinary times, as well as protection in extra- 
ordinary times, may be expected to become the chief service which 
these institutions will perform.” ®' It was hoped that the Re- 
serve Banks would function continuously in the interests of the 
whole people, in equalizing interest rates and supplies of capital. 
They were to be bankers’ banks, not in the sense that they were 
to operate only in emergencies or solely in the pecuniary interests 
of the banking community, but in the larger meaning of the term, 
that they were to act through banks and on their own initiative 
to serve the interests of all.6’ In so doing they would convey to 
the public “all those benefits that result from united and uniform 
financial action.” ° 


In circular No. 13 %* sent to all the Reserve Banks, the Board 
outlined in detail the discount policies which it favored and 
which it believed might be pursued to advantage by them. In 
the first place, the Board advised the Regional Banks to extend 


61 See First Annual Report of the Federal Reserve Board, p. 18. 

62 Willis, The New Banking System, p. 617. 

In opposing the theory that the Reserve Banks should operate only 
in emergencies, Professor Sprague wrote: “If the reserve banks are to be 
anything more than rather cumbersome and expensive emergency institu- 
tions, they must be something more than a reserve upon which other banks 
rely for assistance when subjected to unusual demands for money and 
credit from their own depositors. The reserve banks must be able to 
exert some influence upon the financial situation in ordinary times.” 
Sprague, The Federal Reserve System in Operation, p. 628. 

In the same connection Professor Willis has written: “It [the Federal 
Reserve Act] created a permanent. and costly organization; it provided 
regular and sustained functions which must be continuously performed in 
order to render the system efficient ; it looked to regular rediscount trans- 
actions, not merely as a means of paying its expenses and dividends but as 
an indispensable medium through which to affect rates of interest and 
lending conditions. For all these reasons it was expected to play an 
active and important part in the market. This, however, it has not yet 
succeeded in doing. Rediscount operations with it have been small, 
largely because of the great ease of money the country over” Willis, 
What the Federal Reserve System Has Done, p. 285. 

63 Willis, The New Banking System, p. 617. 


64 Circular No. 13 may be found in the First Annual Report of the Fed- 
eral Reserve Board, pp. 182- 


184, This circular was issued by the Board 
on November 10, 1914, 
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credit facilities liberally where the abnormal conditions of the 
Fall of 1914 had created emergencies requiring prompt accom- 
modation. In the second place, the Reserve Banks were advised 
to protect their gold holdings so that they might be equal to the 
task of meeting all demands made upon them. The credits ex- 
tended by the Reserve Banks upon these principles did permit 
the rapid retirement of the Aldrich-Vreeland currency.®? The 
phenomenal increase in America’s exports beginning with January 
1915, and the influx of gold which resulted, removed the problem 
of protecting the gold holdings of the Regional Banks. Their 
task became rather that of preventing in so far as was possible 
price increases based on the additional amounts of gold. 

Fixing of the Bank Rate. In response to a telegraphic in- 
quiry sent from the Board, the Regional Banks, a week or so 
before their opening, submitted their opinions with respect to the 
exact rates of discount thought advisable. Upon comparison, it 
was found that the rates suggested did not vary widely, ranging 
from 5 to 7% for ninety day paper.®® In the following table 
are given the rates initially fixed: ®7 


MATURITIES 

Federal Reserve 30 days 30-GO 60-90 Over 90 

Bank of or less days days days 
Boston 6% 6% 6% 6% 
New York 5146 6 6 6 
Philadelphia 516 6 6 6 
Cleveland 6 6 6 6 
Richmond 6 6 6 6 
Atlanta 6 614 614 616 
Chicago 6 6 6 6 
St. Louis 6 6 6 6 
Minneapolis 6 614 614 61% 
Kansas City 6 614 614 614 
Dallas 6 61% 614 614 
San Francisco 6 6% 61% 616 


ee ee — 


Tt will be noted that at five of the Banks the same rate was 
established for all maturities of paper, while at the other seven 
65In this connection, see the Annalist, Vol. 5, No. 106, Jan. 25, 1915, 


p. 86. . 

66 See First Annual Report of the Federal Reserve Board, p. 10. 

07 Tbid., p: 203. Governor Strong of the Federal Reserve Bank of New 
York has declared that the rates fixed were determined by those charged 
by the Aldrich-Vreeland Associations and by those borne by clearing house 


loan certificates. 
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the rates increased with the length of the maturities. The rates 
fixed ruled above market rates in the financial centers of the 
country, but below line of credit rates charged through the South 
and West. The effect of establishing rates above those pre- 
vailing in the financial centers, as will be indicated later, pre- 
vented accommodation from being asked for by member banks 
save where there was a real need for it and discouraged re- 
discounting simply for the sake of undertaking new operations 
or of extending those already in existence.°* 

The Decline of Interest Rates during 1915 and the First 
Half of 1916. The resumption of normal trade relations with 
Europe, the passing of the crisis of 1914 in America, the influx of 
gold, and the release of reserve funds caused market rates of inter- 
est, which had reached a peak in September 1914, to fall rapidly, 
reaching a mininum in November 1915.°° The Bank rates, 
which had ranged from 54% to 644% as initially established, 
followed the market rates on the downward trend, and were 
reduced by successive stages in December 1914 and in January 
and February 1915. The Bank rate on paper maturing from 
thirty to sixty days at the Federal Reserve Bank at New York, 
for example, was changed as follows: 7° 


Rate 
Established—November 16, 1914 6% 
Date of 
change —-December 18, 1914 5h 
December 23, 1914 5 
February 3, 1915 41% 
February 18, 1915 a 


The other Bank rates at the Federal Reserve Bank of New York 
and the Bank rates at the other Regional Banks, generally 


68 Willis, The Federal Reserve, p. 117. 

69 See table on pp. 194-195. 

“Inflation in America undoubtedly had an important influence through 
1915 and 1916 in lowering interest rates. To the extent, that this was true 
people paid for the lower interest rates in higher prices.” Kemmerer, The 
War and Interest Rates, p. 106. 

“With the turn of the tide of gold in December [1914] however, and 
with the reopening of the stock exchange, the rates dropped rapidly and 
for over a year from January, 1915, to May, 1916, New York enjoyed a 
period of the easiest money rates ever known in the history of the Street.” 
Anderson, Effects of the War on Money, Oredit and Banking in France 
and the United States, p. 155. 

70 First Annual Report of the Federal Reserve Board, p. 203 and Second 
Annual Report of the Federal Reserve Board, p. 28. 


THE FEDERAL RESERVE SYSTEM 203 


speaking, moved similarly to the rate shown above. The Bank 
rates were practically stationary during the second half of 1915 
and through 1916, tightening a bit in the last months of 1916 
and in the first quarter of 1917. 

Bank Rates above Market Rates in Financial Centers. 
Through this period the Reserve Banks, or at least those in the 
financial centers, acted in accordance with the recommendations 
of the Board and adopted the policy of maintaining their rates 
above those prevailing in the market. In the following chart 
is presented the relationship between the Bank rate at the New 
York Federal Reserve Bank on sixty to ninety day commercial 


RATE RATE 
qi T 


IIBANK RATE 
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0 0 
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Cuarrt XIII: VARIATIONS IN BANK RATE AT THE FEDERAL RESERVE 
BANK or New YorK CoMPARED WITH VARIATIONS IN MARKET RATE. 
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paper and the market rate on four to six months paper. It will 
be noted that the Bank rate prior to February 1917, either 
equaled or ruled above rates in the market." ) 

From June 1916, the trend of the market rate of interest 
on sixty to ninety day paper was upward. By December 1916, 
it had risen to a height equal to the Bank rate. In February 
and March the market rate exceeded the Bank rate. 

Lower Rates on Acceptances and Paper of Shorter Matu- 
rities. Not only was it an avowed policy of the Board and of 
some of the Regional Banks ‘* to maintain the Bank rates above 
those prevailing in the market on corresponding types of paper, 
,a policy which discouraged unnecessary rediscounting and kept 
down the portfolios of the Banks,‘* but it was also a part of their 
policy to encourage by preferential rates the rediscounting of 
paper of shorter maturity or of particular types of paper such 
as trade acceptances. Lower rates of discount on paper of 
shorter maturities was quite justified, for the liquidity of central 
reserve holding ‘banks is increased in direct proportion to the 
amount of short-term paper in their portfolios. Especially is 
liquidity of importance in those Reserve Districts located in the 
more undeveloped sections where the tendency to extend com- 
mercial banking funds for fixed-capital purposes is apt to pre- 
vail. Whether the policy of granting preferential rates on 
acceptances was justified or not will be discussed in a later 
section. 

The policy of establishing different rates for various maturities 

_and types of paper had proceeded so far that by January of 
1917 there were no fewer than thirteen classifications of paper at 
the Reserve Banks with a Bank rate for each type. 


71 Souree: Hearing before the Joint Commission of Agricultural In- 
quiry, Vol. 2, p. 562. 


“2 That such was the avowed policy of certain of the Reserve Banks is 
indicated by:. ; 

Second Annual Report of the Federal Reserve Board, pp. 158 and 295, 
es Third Annual Report of the Federal Reserve Board, pp. 224 and 

eo, 

78“The important effect of the establishment of these rates of dis- 
count was to prevent accommodation from being asked by member banks 
except in those cases where there was a real need for it, since the rates 
were too high to encourage the borrowing of funds from the reserve in- 
stitutions simply for the sake of undertaking new operations or of ex- 
tending those already in existence. AS was expected, therefore, the amount 
of accommodation applied for at most of the banks was relatively small.” 
Willis, American Finance and the European War, pp. 160 and 161. 

( 
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Classification of Eligible Paper at the Federal Reserve Bank 
of Boston, January 1, 1917." 


Eligible Paper Rate 
1. Member banks’ collateral notes 47o 
2. Paper maturing within 10 days 3% 
3. Paper maturing within 15 days — 
4, Paper maturing between 11 and 30 days 4 
5. Paper maturing between 16 and 30 days aa 
6. Paper maturing between 31 and 60 days 4 
7. Paper maturing between 61 and 90 days 4: 
8. Agricultural and live-stock paper over 90 days 5 
9. Trade acceptances to 30 days (inclusive) BY 
10. Trade acceptances, 31-60 days 3% 
11. Trade acceptances, 61-90 days 3, 
12. Commodity paper maturing within 90 days 4 


13. Bankers’ acceptances 


. 
nS 


In March 1917, the Board took steps to revise and standardize 
the rediscount rates in view of the growing complexity in the 
classification of eligible paper.‘? The following schedule of 
eight instead of thirteen classifications was proposed: 


1. Paper maturing within 15 days, including collateral notes. 
2. Paper maturing within 16-60 days. 

3. Paper maturing with 61—90 days. 

4. Trade acceptances maturing within 60 days. 

5. Trade acceptances maturing within 61-90 days. 

6. Bankers’ acceptances maturing within 90 days. 

7. Commodity paper maturing within 90 days. 

8. Agricultural paper maturing within 90-180 days. 


The Reserve Banks cordially approved of this suggestion and 
within a short time had adopted the revised schedule, submitting 
it for formal approval to the Board.7® The discount rates in 
force on April 30, 1917, after all the Reserve Banks had 


74The rates at. the Federal Reserve Bank of Boston were taken as 
typical of the rates at the other Banks. The Federal Reserve Banks of 
Boston and San Francisco alone had no rates on paper maturing within 
15 days or 16-30 days. The rates given may be found in the Third Annual 
Repont of the Federal Reserve Board, pp. 35-40. 

7% See Federal Reserve Bulletin, 1917, pp. 241 and 242. 

76The acceptance of this proposal initiated by the Board on the part 
of the Banks illustrates the power which the Board possesses over changes 
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adopted the new classification are given in the accompanying 
table: 


DiscounT RATES IN Errect APRIL 30, 1917 


Maturities 


Trade 
Discounts Acceptances 
Within 15 16—60-| 61-90 Agri- To 60 61-90 Commod- 
days—-includ- days, days, cultur- | days days ity paper 
ing member inclu- inclu- | aland maturing 
banks’ col- sive sive live within 
Federal Reserve lateral notes stock 90 days 
Bank of paper 
I 3 4 4 5 3814 816 alee 
Rhee as 316% 4% 4% 5% 381% 840%. 4% 
Philadelphia BY 4 4 4% 34% 38% 314 
Cleveland 316 44 4% 5 BY > 4 4 
Richmond 31% 4 4 41 8% 814 316 
Atlanta Bi 4 4% is} 814 38% 316 
Chicago 8% 4 416 5 3% 3% a Oo 
St. Louis 38% 4 4 5 84 314 316 
Minneapolis . 4 4 416 5 314 4 4 
Kansas City 4 41%, 416 5 4 4 4 
Dallas BY 4 4% 5 8u% 3816 314 
San Francisco 81% 4 Al 514 BY » 3% 3% 


“Rate of 414% for paper maturing within 31-60 days. 
» Rate of 3% for paper maturing within 80 days. 


Equalization of the Bank Rates. Another tendency mani- 
fested in the discount policy of the Federal Reserve System dur- 
ing the pre-war period was the equalization of the Bank rates in 
the various districts.77 On January 1, 1915, rates on sixty to 
ninety day paper ranged from 5 to 6% at the various Regional 
Banks. On January 1, 1917, these same rates ranged from 
4 to 444%. The policy of equalizing interest rates was ac- 


in Bank rates. Thus in this particular instance the Board advised the 
Regional Banks that certain changes would be desirable, the Reserve 
Banks accepted this advice, proposed the changes, and submitted them | 
to the Board for formal approval. 

77 That such was the policy of the Board is shown by the following ex- 
tract from the Second Annual Report, p. 5: 

“The Board has endeavored during the past year to develop a con- 
sistent discount policy, graduating its rates according to the maturity 
and character of paper discounted or purchased in the open market. 
Beginning at the opening of the system with a comparaively high rate 
for ordinary commercial paper and with more or less variation between 
the different districts, the reserve banks have during the year steadily 
reduced the general level of discount rates and have worked rapidly and 
effectively toward uniformity for the entire country.” 
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complished by reducing the Bank rates in some districts at a 
faster pace than in others. The equalization of the Bank rates 
proceeded without much reason. Why should the Federal Re- 
serve Banks of Dallas, Richmond and Atlanta, whose resources 
had been quite severely tested in 1915 and 1916 by rediscount 
operations, have had, on January 1, 1917, a 4% rate on paper 
maturing within 61-90 days, when Cleveland and San Francisco, 
whose discounts of commercial paper in 1916 amounted to only 
4.3% of the whole,’® had a 444% rate? Laudable as is the 
policy of endeavoring to equalize interest rates in all sections, it 
seems irrational that the rates in sections which are not 
thoroughly developed economically, and which are borrowing 
sections,’? should have been reduced below the rates prevailing in 
the financial centers. The equalization of interest rates over a 
country which varies greatly from section to section as regards 
economic development, is a task too stupendous for the resources 
of the Reserve Banks to accomplish by themselves. Indeed, it 
would be a grave error for them to try to accomplish this by keep- 
ing their rates below those prevalent in the market. The demands 
for capital should never be met from funds supplied by reserve- 
holding banks. Such demands should be met solely from current 
savings. For central banks to meet such demands would not only 
tend to freeze their assets, but would also tend to raise prices 
through the creation of false purchasing power.*° 
Summary. Ina very general way the pre-war discount policy 
of the Federal Reserve System has been indicated, if indeed the 
principles according to which the rates were changed were of 
sufficient uniformity among the various banks to be dignified by 
. the term “policy.” In the financial centers of the country such 
as Boston, New York, Philadelphia, Cleveland, Chicago and 
San Francisco, the Bank rates ruled generally above the market 
rates. Elsewhere the Bank rates ruled at or below the market 
rates, especially if by the market rate we mean the average rate 
charged by member banks to their customers on paper which has 
been rediscounted by the Reserve Banks. The principle of main- 
taining rates above the market was therefore not a uniform one. 
There was greater uniformity in the principle of graduating 
rates according to the maturity and type of paper. For the 


78 Third Annual Report of the Federal Reserve Board, p. 89. 
79 Second Annual Report of the Federal Reserve Board, p. 360. 
80 See Cassel, Money and Foreign Eachange after 1914, p. 104, 
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most part rates were lowest on paper of shorter maturities and on 
acceptances. 

The policy of equalizing interest rates over the country was 
carried out in a haphazard fashion. The reductions made to 
equalize the Bank rates were carried out without due regard to 
fundamental economic conditions and were on the whole devoid 
of justification. 

Having outlined the principles by which the Reserve Banks 
were more or less governed in setting the Bank rates, we shall 
pass to a statistical analysis of the rediscounting and open- 
market operations of the new institutions. 


STATISTICAL ANALYSIS OF REDISCOUNTING AND 
OPEN-MARKET OPERATIONS 


Rediscounting of Commercial Paper Maturing within 
Ninety Days. The Act had provided that eligible paper matur- 
ing within ninety,days must have arisen from, or the intent of the 
borrower must be, to use the proceeds in, bona-fide commercial 
transactions; or that paper eligible for discount must be secured 
by staple commodities; or that it must have arisen from transac- 
tions in Government bonds. The Board realized that the liquidity 
of the borrower must be the real test of whether the money bor- 
rowed had been or would be used for commercial purposes.8* 
The ascertainment of the borrower’s liquidity would pre- 
suppose an analysis of such ratios obtained from his 
financial statement as the current ratio, the ratio of sales 
to receivables, of merchandise to receivables, of net worth 
to debt, etc.2? In Circular No. 13, the Board prescribed 
that elaborate financial statements must be handed to the Re- 
serve Banks covering names appearing on paper offered for 
rediscount. It was soon realized, as mentioned in the previous 
chapter, that the provisions of this circular were so drastic, in 
view of the lack of standardization of commercial paper in 
America, that little of the paper presented by borrowers, in small 
communities at least, would be acceptable. Consequently this 
circular was modified with the result that the amount of paper 
potentially eligible for rediscount was considerably increased. 


st A. Parker Willis has stated that a borrower may be said to be in a 
liquid condition if the aggregate of his loans and receipts are intended 
to anticipate Claims which will shortly mature. See Willis, The Federal 
Reserve, ‘p. 188. a 


82See Wall, Analytical Credits, Chapter 6-13 inclusive, 
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Rediscounting Light before April, 1917. Although the 
Board had greatly modified the drastic character of Circular 
No. 138, rediscounting in the majority of districts before April 
1917, was quite light. The reasons for this are several. Due to 
the gold imports and the lowering of the reserve requirements, the 
member banks were possessed of sufficient funds to meet credit 
needs without resorting to rediscounting.®? As we saw earlier, 
the problem really became one of endeavoring to stay the price 
advance. Furthermore, there was considerable prejudice against 
rediscounting. Bankers hesitated to disclose their borrowings 
to the public. Borrowed money or bills payable with the Re- 
serve Banks appearing on the balance sheets would seem an 
element of weakness. Since the bankers needing funds could 
secure “credit from their city correspondents through methods 
which did not involve the direct obligations of their banks, and, 
therefore, did not appear as borrowed money, they were quite 
content to utilize the credit facilities of those city correspond- 
ents.” 8 The correspondent relations had developed over a 
period of years, and the correspondent banks still held a por- 
tion of the reserve funds of member banks. As they were 
willing to loan money at low rates, it was but natural that 
bankers in need of funds for seasonal or other requirements 
obtained them from their correspondents rather than from the 
Reserve Banks. Finally, some bankers feared that the Reserve 
System might become their competitor. It would not be advis- 
able, so they thought, to give support to the Regional Banks 
through rediscounts. Many looked upon the System as a govern- 
ment undertaking, whose transactions might become political 
in nature or involved in endless red tape. 

Rediscount Privilege Made Use of by Small Banks. The 
rediscount privileges were for the most part made use of by small 
country institutions, particularly by those in the Southern 
states. The large banks that rediscounted with the Reserve 
Banks before April 1917, did so either out of courtesy, to keep 
the System in working order and to educate the banking com- 
munity in the matter of rediscounts, or in a few cases, to realize 
a profit. For instance, one large bank retired its interest-bearing 
clearing-house certificates by rediscounting at a lower rate with 
a Federal Reserve Bank.*° 

83 See Second Annual ‘Report of the Federal Reserve Board, p. 4. 

84 Arthur Reynolds, Harly Functioning of the Federal Reserve System, 


p.. to: 
85 Willis, The New Banking System, p. 603. 
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Bank Rates Charged on Commercial Paper. The Bank rates 
charged on rediscounts of paper maturing within ninety days 
are given below. The tendency to charge lower rates on paper 
of shorter maturities, and to equalize rates throughout the 
country, will be noted. 


BANK RATES ON COMMERCIAL PAPER 


ere 5 me = Ss ° s S % 
Sys br os oie See me & 3 £9 | peas 
Sis 8 (=) oe due ee eee 
SSS 8 US TS Rete eee Soe eee 
Ss 8) BE Re Gl” Sg eh 
Jan. 1, 0-80 416 416 416 5 S575) dig 5 eR OSS 44 
1915 80-60 5 SAS 5g, Beis. Yea Big rin, Sows 
60-90 5» 5 8-6. Big BS Gm) Gow Gr Bieee 
pest ee 
O10: Bia 8 y) Soeeee 314° 3 3% 3 
Jan. 1, 0-30 g4 4) uk kh A i ee 
1916 30-60).4 4° 44) 4 44" ie AR Oe Sse are 
60-90 4 4.4) 404". 4) ai Oa Pe aes 
a a ORE SET EAT aan ge ee 
0-10 31% f, 4) fa. k 4 Al Fils 
OBIS Tie 8 BI Se Say Laie wala eee 
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1917 G80. = Ads oA! As gi Ae is ae ee 
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61-90 4 4 4 (416 4) a) 4 a a a a 


Commercial Paper Discounted Monthly by All Reserve 
Banks. The amounts of commercial paper discounted monthly 
by the Reserve Banks up to America’s entrance into the war, are 
given in the following table: 87 


COMMERCIAL PAPER MATURING WITHIN NINETY Days DISCOUNTED BY THE 
FEDERAL RESERVE BANKS. 
(Exclusive of agricultural paper maturing after ninety days, commodity 
paper and trade acceptances) 


Date Amount Date Amount 
OME MaCam eee ee ee I 
1914—Noy. $ 9,820,900 1916—Jan. $ 9,599,600 

Dee. 10,946,300 Feb. 6,658,500 
1915—Jan. 10,101,400 Mar. 8,184,300 
Feb. 11,645,100 , Apr. 9,754,200 


86 First Annual Report of the Federal Reserve Board, p. 208. Second 
Annual Report of the Federal Reserve Board, pp. 27-28. Third Annual 
Report of the Federal Reserve Board, pp. 35-87, 

87 Source—Annual Reports of the Federal Reserve Board. 
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Date Amount Date Amount 
1915—Mar. $12,218,900 1916—May $ 8,804,600 
Apr. 8,906,300 Jun. 8,738,600 
May 9,763,400 Jul. 18,358,300 
Jun. 10,902,800 Aug. 16,308,600 

Jul. 11,522,600 Sep. 13,348,400 
Aug. 11,211,300 Oct. 11,011,400 
Sep. 13,316,400 Nov. 17,019,300 
Oct. 138,158,800 Dec. 63,271,800 
Novy. 15,764,000 1917—Jan. 17,734,404 
Dee. 13,158,000 Feb. 21,937,350 
Mar. 26,256,708 


Total 1914—$ 20,767,200 
Total 1915— 141,669,000 
Total 1916— 191,052,600 


Rediscounts High in December 1916 and in February and 
March 1917. Rediscounts for the period reached a maximum in 
December 1916, due to the unsettled conditions prevailing in the 
security and money markets at that time.** This condition par- 
ticularly affected the Federal Reserve Banks of New York, Boston, 
Philadelphia and Chicago.*® The larger amounts of ‘commercial 
paper rediscounted during February and March of 1917 may be 
explained by several factors. The fact that the Bank rates at 
that time had fallen below the market, that prices were rising 
and that commercial banks were approaching the time when they 
could no longer expand on the basis of their own resources— 
all these induced member banks to expand on the basis of 
rediscounts with their respective Reserve Banks. The accom- 
panying table shows the trend of the market and Bank rates in 
New York side by side with the upward movement of prices.°° 


Date Bank Rate Market Rate Wholesale 
61-90 day paper 60-90 day paper prices 
1916—Oct. 4% 3.38% 136 
Nov. 4 3.50 146 
Dec. 4 3.91 149 
1917—Jan. 4 3.55 1538 
Feb. 4 4.09 alley 
Mar. 4 4.13 162 


88 See The Financial Review, 1917, pp. 63-70. 

89 Third Annual Report of the Federal Reserve Board, p. 225. 

90 For market rates, see The Review of Economic Statistics, 1919, p. 99. 
For wholesale prices, see Monthly Labor Review, July 1922, p. 61, 
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Commercial Paper Discounted by Each of the Reserve 
Banks. The amount of commercial paper (exclusive of agri- 
cultural and live-stock paper maturing after ninety days) dis- 
counted by each one of the Regional Banks, and its percentage 
to the total amount discounted is given below: *! 


Amount of convmercial Per cent of amount 
paper discounted by rediscounted by each 
Federal Reserve COCK RGGe BOR ae 
Bank of Nov. 1914 Total Nov. 1914 Total 
through 1916 through 1916 
Dec. 1918 Dec. 1915 
Boston $ 2,361,900 $33,919,100 1.45% 17.75% 
New York 9,657,800 22,313,100 5.95 11.68 
Philadelphia 6,800,600 22,285,400 4.18 11.66 
Cleveland 4,857,200 6,645,800 2.99 3.48 
Richmond 45,121,100 33,243,800 PHT 17.40 
Atlanta 3 31,905,800 21,191,100 19.64 11.09 
Chicago 11,961,600 20,228,700 7.36 10.59 
St. Louis 7,616,400 8,403,400 4.69 4.40 
Minneapolis 3,848,700 4,420,400 PRET E ill 
Kansas City : 9,686,400 4,584,100 5.96 2.40 
Dallas 21,101,700 12,248,500 12.94 6.41 
San Francisco 7,517,000 1,569,200 4.68 82 


Total $162,436,200 $191 ,052,600 100. 100. 


Rediscounts Heaviest in the South. In the first period the 
largest volume of paper maturing within ninety days or under 
was rediscounted by the Federal Reserve Banks of Richmond, 
Atlanta and Dallas in the order named, and the smallest volume 
by Boston, Minneapolis and Cleveland. The demoralization of 
the cotton markets during the last months of 1914 and the first 
few months of 1915, and the frozen credits which resulted, forced 
many banks, especially the smaller ones, to rediscount a part 
of their portfolios with the Reserve Banks in the cotton districts. 

During 1916, the Federal Reserve Banks of Boston, Richmond, 
New York, Philadelphia, Atlanta, Chicago and Dallas, in the 
order named, rediscounted the greatest volume of paper. The 
amounts rediscounted by the Reserve Banks of Boston, New York, 
Philadelphia and Chicago were large because of the enormous 
discounts during the troubled month of December at those banks. 


Second Annual Report of the Federal Reserve Board, pp. 66-67. 
Third Annual Report of the Federal Reserve Board, pp. 84-87. 
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COMMERCIAL PAPER MATURING wITHIN NINETY DAYS DISCOUNTED 92 BY THE 
H = 
FEDERAL RESERVE BANKS or Boston, New York, PHILADELPHIA AND 


CHICAGO. 
Federal Reserve December, 1916 Total 1916 
Bank of 
Boston $14,810,100 $33 919,100 
New York 17,978,000 22,313,100 
Philadelphia 11,911,400 22,285,400 
Chicago 5,625,800 20,228,700 


The fact that Bank rates in the southern districts ruled be- 
low market rates, especially line of credit rates, was probably 
a factor in increasing rediscounting at the southern Reserve 
Banks. 

Maturities of Commercial Paper Discounted. Through 
November and December of 1914, the average life of paper matur- 
ing within ninety days was thirty days or under; in 1915, it 
ranged from thirty to sixty days; and in 1916, from ten to 
thirty days. The shorter maturity of the paper in 1916 seems 
to have been caused by the increasing strain on the money market, 
and the gradual depletion of the resources of commercial banks, 
forcing them to borrow for short periods to meet adverse clearing- 
house balances.®? 


MATURITY OF COMMERCIAL PAPER 94 


Paper maturing 1914 1915 1916 
MLO A YS fe wes stetekeue $ 1,231,800 $45,059,200 
Within 30 days SO SSOKOO Me ae A ate tects etree emt Ml ge cVernuetens ore 
bree trim 330), “cet 06) aha Metal. oe ts 25,277,400 69,993,900 
From 30-60 “ 5,180,000 57,837,400 | 34,422,900 
From 60-90 “ 3,206,500 57,322,400 41,576,600 
mame ee ose te ee 


Special Rates on Ten-day Paper. It will be noticed in the 
table given above, that during 1915 and 1916 some of the paper 
is classified as maturing within ten days. Special rates of 3% 
for such paper were approved by the Board and established on 
June 25, 1915, at the Federal Reserve Banks of New York, 
Philadelphia, St. Louis and San Francisco in order to enable 
the larger member banks to meet demands for short-time pay- 

92 Third Annual Report of the Federal Reserve Board, pp. 88-89. 

92 See Reed, The Development of Federal Reserve Policy, p. 253. 


94 See Second Annual Report of the Federal Reserve Board, pp. 66-67. 
Third Annual Report of the Federal Reserve Board, pp. 84-87. 
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ments, such as the payment of heavy debit balances at the clear- 
ing house, or the replenishment of their legal reserves.?? By 
January 1, 1916, special rates on such paper had been established 
at eight of the Reserve Banks. 

Advances to Member Banks. The approval, on September 
7, 1916, of the amendment to the Act permitting fifteen-day 
advances on the notes of member banks, brought about the aban- 
donment of these special ten-day rates. The passage of this 
amendment had been recommended by the Board in its Second 
Annual Report (page 22), as a convenience to large city banks 
temporarily in need of funds. With this change they would be 
enabled to borrow on their own portfolios as collateral without 
the knowledge of their customers, and at the same time save the 
Reserve Banks the-arduous labor of computing the interest 
charge on each of a large number of small items. On September 
11, 1916, for the first time, a special discount rate of 4% was 
established at the Federal Reserve Bank of Richmond for member 
banks’ collateral notes. By October 6, rates covering this type 
of paper had been established at all of the Reserve Banks. 

The advances made on collateraled notes of the member banks 
during the last four months of 1916 amounted to $38,967 ,4:4'7,2° 
of which $27,001,168 had been advanced by the Federal Reserve 
Banks of New York, Chicago and Philadelphia. During the first 
three months of 1917, the advances so made totalled $31,622,920; 
of which the Federal Reserve Banks in the larger financial centers, 
Boston, New York, Philadelphia and Chicago, advanced $10,- 
125,934.97 

Rates Charged on Advances. The rates of discount on ad- 
vances in effect on January 1, 1917, ranged from 3 to 4% 
at the Reserve Banks as shown by the following table: 8 


Federal Reserve Bank of: Rate 
Boston "S24 2 chp DR hs ER ee eee 4% 
New iX oro es Rigen oA, an seduie eee ee Be 3 
Phila delpiia. se 0 we cae shag uated tae eee nee 
Cleveland i $<. bee's argh s ocala ten meee ae 314 


95 See Federal Reserve Bulletin, 1915, p. 124, and Second Annual Re- 
port of. the Federal Reserve Board, p. 295. 

6 Third Annual Report of the Federal Reserve Board, p. 90. 

Of the $38,967,447 advanced during these four months, $32,269,900 was 
advanced during the month of December, when the security and commodity 
markets were unsettled by the peace developments. 

97 Fourth Annual Report of the Fede / 

e6 JDtd, p. BY p f the Federal Reserve Board, p. 101, 
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Federal Reserve Bank of Rate 
TeuiKClagcouey OVO. Oe ecg Chaos Cio his cxg Gig ro UO aCe ena one 314 
ee ee ea ae ee oc fone ous s BW 
(CHCA OMe por ev ase sas) aire ways rereuetiorersre ells ele suet evahe assvaile,ee vets 3% 
SSR VOUT Ss ererararayatevert’ crs ei eh hein steverste meter enene ares sic, hile ec eder sachets 3l4 
MERTON ATO LS ae ate taee wile cerca cides tate te se epeettolcere tone 6: oP atignai'e lel avien si svete 4 
FGA MISSI CGY 4s yar eta selec ere ie needs oes Me eee ole ai Es Guailare w'oeer 4 
Wallyshancs aids 0s Pe eae) oe ee eee 31% 
Saat ISA TA CLGCO Memes caves foals, ol evel meremene Neha) siroilay oi cles re) evel 6 2 4 


At eight of the Banks, these rates were the same as those pre- 
vailing for rediscounts of eligible paper maturing within fifteen 
days. At Richmond, Atlanta and Dallas the rate on advances 
was 14 of 1% lower than on rediscounts. 

This amendment had the unexpected effect of permitting the 
member banks during the war to borrow huge sums at the Reserve 
Banks on the basis of their notes collateraled by government 
obligations. At the time the amendment was passed, the interest- 
bearing public debt amounted to only $970,000,000 of which 
$675,000,000 had been used for the issuance of national bank 
notes. The sponsors of this amendment could scarcely have 
been expected to look forward to the time when extensions of 
credit on member banks’ promissory notes by the Reserve Banks 
would play such a prominent part in the financing of the war. 
_ The Discounting of Agricultural Paper. The original Fed- 
eral Reserve Act, it will be remembered, conferred upon the Board 
power to limit to a percentage of the capital of the Reserve 
Banks the amount of notes, drafts or bills of exchange drawn or 
issued for agricultural or live stock transactions, having a 
maturity not in excess of six months, which might be discounted 
by each. On November 10, 1914, the Board ruled that such 
paper might be rediscounted by the Regional Banks to an amount 
not to exceed 25% of the paid-in capital of each.” ‘This ruling 
was changed from time to time so as to increase the percentage 
of agricultural paper which might be discounted until finally the 
Banks were granted the authority to discount an amount not in 
excess of 99% of their capital stock.‘°° By an amendment ap- 
proved on September 7, 1916, this section of the Act was altered 
to permit rediscounts of agricultural paper up to a certain per- 
centage of the total assets of a Reserve Bank, instead of up to a 
certain percentage of its capital. The result is that at the 
present time there is practically no limit to the amount of 
agricultural paper (maturing within six months) which Reserve 

99 First Annual Report of the Federal Reserve Board, p. 61. 

100 Federal Reserve Bulletin, 1916, p. 68. 
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Banks may rediscount, as it may amount, by rulings of the 
Board, to 99% of a Reserve Bank’s total assets.1°? 

Rediscounts of agricultural paper in 1914 and 1915 amounted 
to $20,827,800, an amount equal to 10.4% of all rediscounts in 
those years. In 1916, $16,817,900 of agricultural paper was 
rediscounted, which amounted to 6.47% of all rediscounts. The 
smaller amount rediscounted in 1916 may be accounted for by 
the rise in agricultural prices which induced farmers to dispose 
of their crops promptly.'°? 

In the following table there is given the percentage of agri- 
cultural paper rediscounted by each Regional Bank relative to 
the total amount of agricultural paper rediscounted by all the 
Banks: 1° 


Federal Reserve Bank of Percentage to total 
1915 1916 
Bostorit Borate wits ers. states oats oloks eeeitters oer renemene 1% 
IN @ WRAY OLK pres a eickete choyee colette leet el Aieiarteretanerensyeys tore 1% 
Philadel pind mys. Hse Gee eked Pestek> cae eh eteonets 2 ea 
GleVielanid. a Sidiko nets) wteyoiepais fo, sae ch apeis!s Giecdeohe: isiereiouche 1.6 9 
RRiGHMONG,  cescaiecusis cleveue tweets osseous eons sya cele enero) ene 9.7 6.7 
TA CIAMUG Mew: cute er diaye sro ccere Sietere «steven theres eNeneRenetcrees 17.3 6.7 
Chica so Ws. Rahs oaks ae So ee ane 12.5 17.6 
Ste AT OUWUS os tesegend as ciciahs taleiakers eieiove pbeuerouneree 3.1 2.6 
Minneapolis hs w.cice eievarclot.s lasts ternal: eetet- seg cel tuys 10.0 12.2 
FATYSA SY CLE Yeas ays fhotie eters ana ssleucnsec oh cnetok ss srebalene 8.7 13.3 
DAS catersrsyeqeorese tenet hal vast erenerersreterestehereter tet 32.8 387.2 
San “Hrancisco™ oN. ca sclasteets cteletstcte tote etcherene 4.0 2.4 
POCA ces sates cco salletcene sisstelle (oa tewe levee eae Raya a cettetel eter 100.0 100.0 


In both 1915 and 1916 the Dallas Bank led in rediscounts 
of this type of paper. Rediscounts of agricultural paper were 


also heavy at the Federal Reserve Banks of Atlanta, Chicago, 
and Minneapolis. 


Bank Rates on Agricultural Paper. The discount rates on 
agricultural paper in effect on January 1, 1916, and on January 
1, 1917, are given in an accompanying table. These have ranged 


RATES ON AGRICULTURAL PAPER 104 


Federal Reserve Bank of Jan. 1, 1916 Jan. 1, 1917 


Boston 5 

ae ay orate Soar lets’ amor Se gen Se Pec ee ne 5% a 

News YOrks(.08 S2eeencgiouees ae ie eee ee 5 : aa 

Ehiladelphia Sirscmi totes cree Se 414 41% 
... 41 


101 Letter to author from W. P. G. Harding. 
102 See Wright, Bank Credit and Agriculture, p. 151. 


103 Third Annual Report of the Federal Reserve Board p. 88. 
104 [bid., p. 37. 
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Federal Reserve Bank of Jan, 1,:1916 Jan. 1, 1917 
(CHEWGIEBINGh. oS Gean os 6 are lon Soren > ce Croan cle 5% 5% 
IROOM!  Siac.ccw'o cablageo ob ob OeR Done OMA gn 5 AM 
PATA GE ae ree cuaysigs tee ais, sia, 4 hie «says re eonte as) eee rers ars 5 5 
(EMUCHEOM Tertee een eer atetete tetas haces eatene te auale eid 5 5 

Sli, COONS 6 Sees Sn peters tet toe bre hc Sep ACCS 5 4Y% 

IMUM TVS ADO LIS omewe yh evenc ye rare eye fuiceceiions: Sve ees teiian sellers. 5 5 
TREY IGT chal OBS mai choke Siren RoC ROR CORE NCL a on nen 5 5 
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Sane EATIGISCO™ ne cna cued ete t sete ayaa ecaleiele sh anereta ese 6 516 


from 14 of 1% to 1% above rates on sixty to ninety day paper, 
which is as it should be, considering the nature and maturity of 
the paper. Although the rates charged by the various Reserve 
Banks on agricultural paper did rule above rates on sixty to 
ninety. day commercial paper, they bore little relationship to 
actual market conditions in the several districts. Can there be 
any reasonable explanation of the fact that on January 1, 1916, 
a 414% rate was charged at Dallas, while 6% was charged by the 
San Francisco Reserve Bank, especially in view of the fact that 
Dallas in 1915 rediscounted 32.8% of all the agricultural paper 
rediscounted at the Federal Reserve Banks, while the Federal Re- 
serve Bank of San Francisco rediscounted but 4% of the total, 
and in view of the fact that market rates ruled higher in the Dallas 
district than in the San Francisco district. Why, on January 1, 
1917, should the rates at Dallas and Richmond have been 414% 
while the rates at New York and Boston on similar paper were 
5%? The 414% rates at Richmond and Dallas bore no relation- 
ship to the rates prevailing in the market. By what process of 
reasoning did the Board and the Directors of the Regional Banks 
set those rates? If it were their desire to grant cheap accommo- 
dation to agriculturists, instead of setting the rate at 4447 why 
did they not fix it at 8, or 2 or 1 or 0%? It would have been as 
logical. 

Summary of Federal Reserve Attitude towards Agricultural 
Paper. In reviewing the attitude of the Banks and of the Board 
towards agricultural paper, one is immediately struck by the 
liberality of the System. There was no discrimination against 
the farmer. The Board, through its rulings and regulations, de- 
fined agricultural paper in a very broad manner.'?> The act was 
amended so that the Regional Banks might rediscount such paper 
up to a certain percentage of their total assets instead of to a 
certain percentage of their capital. This amendment was passed 


105 See Reed, The Development of Federal Reserve Policy, Chapter VII. 


218 PRE-WAR DISCOUNT POLICY OF 


to appease agricultural interests. It was a dangerous one in 
that it permitted the Regional Banks to invest a greater amount 
in long-term paper, a course which if carried to an extreme, as it 
might well be if the agricultural interests demanded, would tie up 
the resources of the Reserve Banks. Far from discriminating 
against the farmer, the System specially favored him—favored 
him without greatly aiding him, for with the resumption of inter- 
national trade and the increase of exports the farmer needed little 
assistance. The extraordinary privileges granted to the farmer 
would have been of little importance if they had not wrought 
actual harm in establishing dangerous precedents. 

Commodity Paper Rates. Not only was the farmer favored 
by the Board by liberal definitions of agricultural paper and by 
the amendment to the Act cited above, but in addition Secretary 
McAdoo for political reasons saw fit to have established pref- 
erential rates on commodity paper maturing within ninety days 
time. The reasons for establishing these rates the Board ex- 
plains in the following terms: “Because of the difficult inter- . 
national conditions, the Federal Reserve Board early in the 
summer [of 1915] felt that it would be advisable to be prepared 
for any contingency that might arise in connection with the 
marketing of the cotton crop. Fears for the situation were wide- 
spread in the South, some pessimistic observers predicting a 
repetition of the disastrous experiences of 1914. The Board, 
therefore, in June, 1915, appointed a special committee to study 
the condition and needs of the cotton-growing districts.” *°° 
This committee made a study of warehouse facilities in the 
southern states and of laws governing warehousing in order to 
determine whether such facilities were adequate to permit a 
gradual and orderly marketing of the crop and so eliminate 
seasonal fluctuations in prices. The conclusion was reached that 
the storage facilities for that portion of the crop which might 
have to be carried over were adequate and further that the crop 
would be much smaller than the one the previous year, as the 
acreage devoted to cotton had been materially reduced. The 
recommendation was made by the committee that some special 
form of accommodation be created to assist the producers who 
wished to withhold a portion of their crops temporarily from the 
market. 

Cotton Declared a Contraband of War.. The anouncement 
by the British Government and the Allies declaring cotton con- 


106 Second Annual Report of the Federal Reserve Board, p. 7. 
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traband of war in August 1915, accelerated considerably the 
movement already on foot to assist the cotton planters, as it was 
feared that this action would narrow the market for cotton and 
depress its price. Secretary McAdoo announced on August 23, 
1915, that he intended to deposit $30,000,000 in gold in the 
Federal Reserve Banks of Atlanta, Dallas and Richmond so that 
those banks might be assured of sufficient resources to rediscount 
all paper secured by cotton stored in warehouses! On Septem- 
ber 3, 1915, the Board issued its first regulation governing com- 
_modity paper.’°® Such paper was defined as a note, draft, or 
bill of exchange secured by warehouse or terminal receipts or by 
shipping documents covering approved and readily marketable 
non-perishable staples properly insured.1°® The Board author- 
ized a special rate of 3% on such paper provided that the rate 
of interest, including all commissions, charged the maker by 
member banks did not exceed 6% per annum. The Federal 
Reserve Bank of Atlanta was the first to establish, on September 
4, a special rate of 3%. While the commodity paper regula- 
tion was intended to assist the cotton planter particularly, the 
term commodity was almost immediately enlarged to include 
grains, wool, sugar, and other staples.!!° 

Deposits by the Secretary of the Treasury. Between the 
4th and the 7th of September, the Secretary of the Treasury 


107 See Annual Report of the Secretary of the Treasury on the State of 
the Finances, 1915, pp. 46. 

108 Second Annual Report of the Federal Reserve Board, p. 7. 

109 Federal Reserve Bulletin, 1915, p. 310,.and 1916, p. 523. 

110 Declaring cotton a contraband of war had little effect on its price 
as is shown by the following table: 

WHOLESALE CASH PRrIcE or CorroN—MippLing UpLANDS—NEWwW YoRK 
Price per pound 


1915 1916 
Jan. 8.28 cents 12.40 cents 
Feb. 8.54 11.74 
Mar. 8.99 11.94 
Apr. 10.29 12.06 
May 9.84 12.91 
June 9.67 12.94 
July 9.20 13.04 
Aug. 9.38 » 14.54 
Sep. 10.98 15.84 
Oct. 12.50 18.12 
Nov. 11.89 20.06 
Dec. 12.36 ; 18,24. 


( Courtesy of Statistics Department, Federal Reserve Bank of New 
York.) 
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deposited $5,000,000 in each of the three southern Reserve Banks 
with the stipulation that it be used in rediscounting commodity 
paper.!!!_ These funds were in fact the first deposits in any 
Reserve Bank by the Government. In response to an inquiry 
from the Treasury Department, the Reserve Banks of Kansas 
City, St. Louis and Minneapolis replied that they possessed suf- 
ficient funds themselves to finance the farmers without having 
to depend on Government deposits.'!” 

Commodity Paper Rates. Special rates on commodity paper 
were in force until the last two months of 1917, when those which 
had been established were merged with the rates on commercial 
paper of corresponding maturities. The rates charged, as shown 
in the following table, varied from 3 to 444%, ranging from 1 to 
3% below those charged on agricultural paper maturing after 
ninety days. 


RATES ON COMMODITY PAPER MATURING WITHIN NINETY Days 113 


Federal Reserve Bank of Jans 1; 19167 Sanson ig 
Boston ncs. ooh ees as ae 314% 4% : 
INC Was VOTKK 2s csanetateucesyarohethousasustctouskere tis bi cgom reer kere ae oad 
bed PU OSU IES tins cus iad SS POMS SSS COS cee Hore ss 31 
Cle velawmas Pe Mees. cette. See oe eee ee te ee anal a «fe 
RECHMIOIG tA che cscs ciciete se Ae Ce eee Tee 3 314 
A that Cage a. Pay... ch Rat Meehan diane: iss keve th eRe heb ca etepar hee 3 
GCHICALON gore nein shakereseweeta cyareoialansaheneieio er te eel eee: A: ae 
Sis dbyoxpley Joo se Niche cmevetsi tthe By avete hie Seog ENR eee = 314 
Mina POLIS WPAHed an cto Gere Cree cece ene ee ee 58 314 
Kansasy. Cityascrtynire coe ee ee ee. 3 
Dallas girs ahs Pa, bea Shhos onload See oe bs 3) 
LO; SOLO ays © Ais. Piet seat hater sole cht 344 

San Hrancisco 31-60) days)...... 40 cee coe 4 

} BIS OO AGA Sie sc croton =. cy eee 414 


Discounts of Commodity Paper. The amount of com- 


modity paper discounted by each one of the Regional Banks 
follows : 114 


111 Federal Reserve Bulletin, 1915, p. 301. The deposit of these funds 
in the southern Banks was attacked by James B. Forgan in the following 
terms: “There was nothing in the financial condition of the country 
either calling for or warranting such a transaction. ... This was a blun- 
der, the explanation of which must, I fear, be looked for in the realm 
of politics.” Commercial and Financial Chronicle, January 1, 1916 Dp. AG 
' 112 Federal Reserve Bulletin, 1915, pp. 302-308. aa 

113 Third Annual Report of the Federal Reserve Board, p. 39. 


oak ae p. 91 and Fourth Annual Report of the Federal Reserve Board 
D. ; F ? 
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ee ee eee eer. See Pats bie a 
Federal Reserve Bank of 1915 1916 1917 
Sept. 8-Dec. 31 Jan.—Noy. 
OS LOU RET cE eto tiae «ooo | alhachcc oe Os ebscee ok 
ING WACO Karmen ee cee nee eR | ST Ay $ 25,000 
PDA el pi emcee Neer yoicee co cake Oa amd) Oe atl 105,200 
MSilevel arid pmeaysers ct eter wten so ae Ri be Pre Ynece 131,600 
ECT CUIONGS aye tus etae eee eike $ 2,881,400 $ 7,025,800 3,686,085 
PAG LEVTRUDMR 0S. char surrogate erailerss, Serer 7,032,300 7,500,400 5,438,819 
CiiCar Onmee ooniet Ace Sak ee LL ee ee Ee Pee 
SEMMRLTOUIS Mag Stas. ole pees oie 99,800 1,534,000 427,278 
oa BU GW EYEPTR OXOY BCT Ue a Ck a 25,300 19,800 121,670 
aaa ee OLLV ise ctersterte ole eiere cise ern eee ise ae vi 360,000 196,667 
ADAH Samcts ces che ue ase Whales 239,000 225,200 289,896 
Sui . ihidimvercyeuw ae Sain mes gan 37,200 148,000 822,296 
LPG alee ects cel at weenie $10,315,000 $16,813,200 $11,244,271 


Little Paper Discounted at Commodity Rates. Despite 
optimistic utterances on the part of John Skelton Williams that 
the commodity rate worked admirably and enabled farmers to 
borrow at 6% where they had formerly been charged 10, 12, or 
15% *?° only a trifling amount of such paper was rediscounted at 
the Regional Banks.11® During the whole period the commodity 
rates were in force, only $38,372,421 of commodity paper was 
rediscounted at the Reserve Banks, of which sum $19,971,519 
was discounted by the Bank of Atlanta, and $18,593,283 by the 
Bank of Richmond. In other words, these two banks discounted 
approximately 87% of the whole amount. The banking institu- 
tions throughout the farming communities were in general pos- 
sessed of sufficient resources and were not compelled to redis- 
count commodity paper with the Regional Banks. The com- 
modity- rate had been intended to enable the cotton planter to 
hold his crop until such a time as it could be marketed in an 
orderly fashion, but the rising prices of agricultural products 
and the general and sustained demands for them induced planters 
and farmers to dispose of their crops as soon as harvested. The 
five millions of dollars which the Secretary of the Treasury 

115 The statement of John Skelton Williams follows: “This arrange- 
ment resulted, in many parts of the country, in giving farmers the 
opportunity of borrowing money at 6%, where for years they had been 
accustomed to paying 10, 12 or 15%, and in many cases rates still more 
exorbitant.” Oommercial and Financial Chronicle, Sept. 2, 1916, p. 809. 

116 Second Annual Report of the Federal Reserve Board, pp. 354 and 
419. 


222 PRE-WAR DISCOUNT POLICY OF 


deposited in each of the southern Reserve Banks, which was 
heralded far and wide as a harbinger of a new day for the 
planter, accomplished nothing. The southern Banks did not 
need the money. Their own resources were sufficient to take care 
of the needs of the planters. 

Harm Done by Commodity Rates. The establishment of the 
commodity rates wrought actual harm in that they accustomed 
some bankers to feel that they should always be able to discount 
at a profit, that the credit furnished by Reserve Banks to member 
banks is analogous to merchandise sold by wholesalers to re- 
tailers. No doctrine could be more fallacious. In the first place, 
the Reserve Banks supply but a small portion of the credit 
required by the nation. In the second place, the credit supplied 
by the Reserve Banks, unlike merchandise supplied by wholesalers, 
becomes the basis of still larger extensions of credit by the member 
banks. 

Furthermore, why indeed should lower rates be established on 
paper representing goods in storage than on paper evidencing 
the production and marketing of goods? ‘The resources of the 
Reserve System ought not to be used to enable any one class in 
the community to hold its products for higher prices at the ex- 
pense of other classes, except in so far as the holding of the goods 
is with the intent of wiping out seasonal variations in prices. 
The accomplishment of this, however, does not justify the estab-— 
lishment of preferential rates. Again, the preferential rates 
which were established on commodity paper like the rates on 
agricultural paper, bore no relationship to actual market con- 
ditions or to the expense involved in granting such loans. 

In conclusion, it may be noted that the establishment of the com- 
modity rates did not materially aid farmers and planters. The 
low Bank rates established were not passed on by member banks 
to their customers. A dangerous precedent was established in 
accustoming commercial bankers to discount at a profit and to 
feel that this normally should be the case.117 

Act Framed to Encourage Trade Acceptances. It was the 
evident purpose of the framers of the Federal Reserve Act to 
encourage the use of the trade acceptance in commercial trans- 

"7'The Board contended that the psychological effect of establishing the 


commodity rate was good. See Second Annual Report of the Federal 
Reserve Board, p. 248. 

_W. P. G. Harding, then Governor of the Federal Reserve Board, jus- 
tified the establishment of the commodity rates in the following terms: “In 
my opinion the Secretary of the Treasury, who was born and reared in 
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actions in the United States. They had been largely used on the 
continent of Europe and had been employed in America before 
the Civil War. It was hoped that they might be restored to 
favor. Besides being admitted to rediscount under Section 13 
of the Act, as were promissory notes, trade acceptances could be 
purchased in the open market by the Regional Banks under Sec- 
tion 14. The same privilege was not granted to promissory 
notes. ‘It was held that the purchase of . . . single name paper 
might expose the Federal Reserve Banks to some hazard, for 
they would not be in as good a position to judge the paper 
as the member banks themselves, and therefore might from. time 
to time take paper which was not thoroughly satisfactory.” 11% 

It was not until July 15, 1915, when special regulations were 
issued (Regulation P, Series of 1915), that the trade acceptance 


the South and is familiar with the Southern temperament, felt that by 
announcing his intention to deposit Government. funds with Southern 
banks to assist in moving the cotton crop, simultaneously with Great 
Britain’s declaration of contraband against cotton, he was availing him- 
self of the psychological moment for restoring confidence, and the mem- 
bers of the Federal Reserve Board felt that in issuing the commodity 
regulations which are entirely independent. of the Secretary’s action in 
depositing Government funds, that they would prove to the Southern 
farmer the disposition of the Federal Reserve banks to render aid; while 
the Secretary, by making these deposits, convinced the farmer of the 
ability of the banks to carry out their good intentions. 

“It was evident two months ago that unless something was Hore to 
stimulate the holders and producers of cotton, the market this fall would 
be altogether in favor of the buyers, regardless of the plethora of money 
held by the banks and the unusually low rate of interest rates at which 
money could be obtained, and in spite of reports from cotton producing 
sections throughout the world, which indicated that the available supply 
of cotton during the next twelve months would not be out of proportion 
to the world’s requirements. 

“The regulation of the Federal Reserve Board, by granting preferential 
discount rates to notes secured by warehouse or terminal receipts for 
cotton, grain or other staple commodities, provided the maker has been 
charged not more than 6% interest for discounts, has been severely criti- 
cized by some of the financial journals. The action of the Secretary 
of the Treasury in depositing Government funds with some of the Fed- 
eral Reserve banks has also been condemned. 

“He has undoubtedly legal right to make deposits with the Federal Re- 
serve banks. He cannot be charged with discrimination in favor of any 
one section, for his critics contend that no Government deposits are 
needed anywhere and he has, as a matter of fact, offered to deposit 
Treasury funds with Federal Reserve banks of other sections, which de- 
posits have been declined. 

“T fully agree that from a purely banking standpoint, and eliminating all 
other considerations, the deposits were not essential. The situation 
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was recognized as a distinct class of commercial paper.**2) in 
an explanation accompanying this regulation (Circular No. 16, 
Series of 1915) 12° the Board employed the term “trade ac- 
ceptance” and declared that it was ready to approve of a 
preferential rate on this type of paper. In promulgating the 
regulation, the Board expressed the belief that the Federal Re- 
serve System would assist “in developing a class of double-name 
paper, which has shown itself in so many countries a desirable 
form of investment and an important factor in modern commercial 
banking systems.” In accordance with the regulations issued, 
the Federal Reserve Banks commenced to institute preferential 
rates for trade acceptances. The Federal Reserve Bank of New 
York was the first to establish, on July 22, 1915, a special rate 
of 814% on trade acceptances maturing within ninety days. 
The other banks soon followed suit. The rates established were 
in general from % to 144% below rates on commercial paper of 
corresponding maturities. 


*. 


RATES ON TRADE ACCEPTANCES 121 


Federal 
Reserve January 1, 1916 January 1, 1917 
Bank of 

To 30 days} 31-60} 61-90 To 30 days | 31-60 | 61-90 
Boston 314% | 314% | 314% 34% | 3%% | 816% 
New York 314* 3% 34 814 314 3814 
Philadelphia 3 3 3 | 344 314 314 


Cleveland 3% 3% 4 \ 3 3% 4 
i} 


as a banking proposition could have been cared for by the Southern Re- 
serve banks, either by an expansion of their note-issues or by re-discounting 
with other Federal Reserve banks, but the human equation has to be 
reckoned with, particularly when it comes to dealings with Southern 
farmers. : 

“The Federal Reserve system is still new. The farmer has yet to be- 
come acquainted with it and to learn and appreciate its value. On the 
other hand, he knows about the Government of the United States. His 
grandfather and his father fought for it and against it, and he himself 
has profound respect for Federal law and an abiding faith in the ability 
of the United States Treasury to relieve all financial troubles.” Commer- 
cial and Financial Chronicle, September 25, 1915, p. 979. 

118 Steiner, The Mechanism of Commercial Credit, p. 117. 

119 Federal Reserve Bulletin, 1915, p. 217. 

120 Tbid., p. 216. 


121 Third Annual Report of the Federal Reserve Board, pp. 38 and 39. 
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Federal 


Reserve January 1, 1916 January 1, 1917 
Bank of 
Richmond 3% 38% 4 31% 3% 8% 
Atlanta 3% 3% 3% 3% 3% 38% 
Chicago Bat 548 ane 3% 3% 3% 
St. Louis 3% 38% 3% 3 33 34 
Minneapolis ane 50 ae 3% 3% 3% 
Kansas City 3% 3% 3% 4 4 4 
Dallas 3% 3% 4 3% 38% 3% 
San Francisco 3 3 3% 3 3 3% 
*To 15 days, 3%. 


Amount of Trade Acceptances Discounted. Although the 
use of the trade acceptance was encouraged by officials of the 
System,'** the movement by no means made the headway its 
supporters had hoped for. In the following table the amounts 
discounted by each of the Federal Reserve Banks are given: 12% 


TRADE ACCEPTANCES DISCOUNTED 


Federal Reserve Bank of 1915 1916 1917 


Sept. 2-Dec. 31 Jan.—Mar. 
TECH ana 23 SN SOV en ¢ GCI co ORCC ROT Ee $ 429,200 $ 623,336 
PNG! OF Kone levees ovfovepetn e's erervisele tee $ 5,700 TEC COOTER Se aiseucneaste 
Hamiladelphias ees cc ckettacte dace sis stecerets 74,800 66,615 
@ilavelandm@yagiitras.. ses oa wiles 4,900 175,200 1,797 
TE TRaCVeNaYG I ict CRORE Aro eee ore 450,500 1,509,200 527,711 
PAVMAINCAME Uoeeys caneivei nec ycee scsceis levee, exe 1,007,100 1,591,000 690,904 
ONC A OUN ca eo onetar Sis ayia) sic laueie wists). 4 eiche. ois eat 105,200 8,609 
SIMMLPOUIS0 et cleteisists sre aisle sievela 167,800 626,200 64,586 
JMIMOIACEN OCIS! Hob acouorougucson | cacocbioo 41,700 65,941 


122 See Willis, The New Banking System, p. 596. 

The Federal Reserve Bank of Cleveland stated: “There can be no 
question of the desirability of developing this class of credits in the 
United States, in the interests of banking, commerce, and industry. In 
all modern banking systems, the acceptance is the most desirable form of 
investment, and it is the most satisfactory method of settlement in the 
business world.” Federal Reserve Bulletin, 1916, p. 100. 

123 See Federal Reserve Bulletin, 1917, p. 8, for report of a Committee 
of Federal Reserve Agents on this subject, also Steiner, The Mechanism of 
Commercial Credit, Chs. 7, 8, 9, and 10. For amount of trade acceptances 
discounted, see Third Annual Rk ederal Reserve Board, p. 90, 
and Fourth Annual Report of tie rve Board, p. 103. 
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Federal Reserve Bank of 1915 1916 1917 
Sept. 2—Dee. 31 Jan.—Mar. 
Kansas’ City. pace a stress oes oe $ 87,800 $190,900.51 ae crete eer 
DRIIASS cnverioe shccdetetskpormcerete's 160,800 248,900 $120,028 
Samy cBirancisco + sec st< ete eerie. 74,200 53,400 23,835 
Dijta lain «cdo a eee ere $1,958,800 $5,212,300 $2,193,362 


Up to the time that America entered the war, only $9,364,462 
of trade acceptances had been discounted, and of this amount 
$7,164,729 had been discounted by the Federal Reserve Banks of 
Richmond, Atlanta, Dallas and St. Louis. The Reserve Banks 
located in the financial centers of the country, New York, Boston, 
Philadelphia, Cleveland, Chicago and San Francisco, discounted 
during this period but $1,813,392. These figures do not of 
course include the trade acceptances purchased by the Reserve 
Banks in the open market, which in 1915 amounted to about 
$31,000 and in+ 1916 to $16,332,700. In 1916, the trade ac- 
ceptances discounted and purchased by the Reserve Banks 
amounted to but 8% of all classes of paper discounted by them.1** 
From this data it will appear that the trade acceptance, in spite 
of the preferential rates, played but an unimportant réle in 
the portfolios of the Reserve Banks, and in all probability a 
role of even less importance in the portfolios of the member 
banks. ; 

Trade Acceptance Movement Developed Slowly. One does 
not have to possess the wisdom of the Delphic Oracle to realize 
that the trade acceptance movement had not grown with any 
startling rapidity, and that the cash discount system was still 
employed by the great majority of American firms. Opposition 
to the use of the trade acceptance had not been absent at any 
time. It was present when the Act was being framed.!25 The 
most influential opponents seem to have been the wholesalers. 
Keen as is the competition among them, they could not afford to 
displease their customers by requiring them to accept a time 
bill of exchange instead of offering them the usual cash discount. 
In fact, so adverse is the feeling among many business men toward 
trade acceptances, and so well suited is the present cash discount 
system to many lines, that in all probability the trade accept- 

124 “All classes of paper discounted” includes all paper maturing within 


ninety days, agricultural and live-stock paper, advances, trade acceptances 
and commodity paper. , 


125 Steiner, The Mechanism of Commercial Credit, p. 130. 
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ance will be relegated to the rather ignominious role of being 
drawn against the weaker purchasers or against those who de- 
mand the longest credit period. It has been asserted that 90% 
of the trade acceptances are drawn to force collections.!2° The 
strongest buyers take advantage of the cash discount. 

The trade acceptance did not become the prime commercial 
paper that the officials of the System had hoped. Generally 
speaking, acceptances were drawn against the weaker buyers, 
those who delayed payment longest and whose accounts had 
eftenest to be renewed. Bankers were inclined to purchase ac- 
ceptances without investigating carefully the credit standing 
of the drawer and of the drawee, placing too much emphasis on 
the form of the commercial paper and not enough on the underly- 
ing transaction. Subterfuges were resorted to by some firms 
to enable the drawing of trade acceptances, such as the organiza- 
tion of subsidiary sales organizations to act as acceptors of 
the drafts.1°7 

Preferential Rates on Trade Acceptances Not Warranted. 
Preferential rates should have applied only to those trade ac- 
ceptances of unsullied reputation, drawn by sellers of good credit 
standing on strong buyers against a bona-fide sale of goods. 
The Reserve Banks should have carefully scrutinized the trade 
acceptances presented for discount and admitted only those that 
were actually prime pieces of paper. This was not done. There 
“is no particular virtue in the trade acceptance as such. A 
promissory note may be equally as liquid, if it arises in connec- - 
tion with commercial operations, and may be equally as suitable 
for the basis of an elastic currency fluctuating with business 
needs. In fact, promissory notes, the proceeds of which have 
been used in bona-fide commercial transactions and which have 
been signed by makers of stronge credit standing are much to be 
preferred in the portfolio of a Reserve Bank to weak trade 
acceptances. The preferential rates should have applied only 
to those trade acceptances that were prime pieces of paper. In- 
asmuch as the majority were not such before 1917, the estab- 
lishment of preferential rates by the Regional Banks was 


unwarranted.1?° 
Summary of Loan and Rediscount Operations. The redis- 


126 Steiner, The Mechanism of Commercial Credit, p. 170. 

127 Reed, The Development of Federal Reserve Policy, p. 121. 

128 Sprague, Commercial Paper and Federal Reserve Banks, )p. 442. 

129 Through its open-market operations the Board could have encouraged 
the use of prime trade acceptances. 
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count operations of all the Reserve Banks, save those located in 
the southern districts, were quite small prior to April of 1917. 
In 1914 and 1915, discounts amounted to but $195,037,800, and 
in 1916, to $268,863,447. By reason of the large gold imports 
and the lowering of the reserve requirements, member banks on 
the whole were possessed of sufficient funds so that they were 
not compelled to borrow at the Reserve Banks in order to finance 
their customers. So small were rediscounts that the Federal 
Reserve Banks could not have met their expenses had they been 
forced to rely on income from bills discounted as their only 
source. In 1914 and 1915, this amounted to only $1,218,516, 
and in 1916, to $1,025,675, while the current expenses of the 
Banks amounted in 1914 and 1915 to $1,677,639, and in 1916 
to $2,204,844,199 As noted before, the greater part of the paper 
discounted prior to. January 1, 1915, matured from thirty to 
sixty days, and during 1916, from ten to thirty days. The 
average size of bills discounted in 1916 was $2725.1°! In all, 
four hundred seventy-one banks rediscounted during November and 
December, 1914, and 1920 rediscounted in 1915. Of the 1920 
banks which rediscounted during 1915, 1234 were located in the 
Federal Reserve districts of Dallas, Kansas City, Atlanta, Rich- 
mond and Chicago.'*?_ In 1916, 1788 banks rediscounted, of which 
1113 were located in these same Reserve districts.133_ In both 1915 
and 1916, the Dallas Bank led in the number of member banks ac- 
commodated. The number of banks which rediscounted during 
each month of 1915 and 1916, and the percentage relation of 


this number to the total.number of member banks, is given 
below: 184 


Jan. Feb. Mar. Apr. May June 
isis (1) Banks Rediscounting _ 398 469 570 606 693 813 


(2) Total Member Banks 7609 7618 7614 7622 7623 7624 
(3) Percentage of (1) to (2) 52 6.2 7.5 79 9.1 10.7 


(1) Banks Rediscounting 614. 451 535 606 655 678 


19164 (2) Total Member Banks 7649 7643 7689 7631 7606 


7621 
(3) Percentage of (1) to (2) 8.0 5.9 7.0 7.9 8.6 8.9 


-130 Second Annual Report of the Federal Reserve Board, pp. 89-90. 
Third Annual Report.of the Federal Reserve Board, pp. 117-119. 

131 Comparable data for 1914 and 1915 are lacking. 

132 Second Annual Report of the Federal Reserve Board, p. 71. 

133 Third Annual Report of the Federal Reserve Board, p. 93. 

194 Ibid. p. 98. * i eorht 
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July Aug. Sept. Oct. Nov. Dec. 
(1) Banks Rediscounting 760 fala 761 794. 835 754. 


19154 (2) Total Member Banks 7625 7640 7650 7655 7655 7646 
(8) Percentage of (1) to (2) 9.9 9.3 9.9 10.4 10,9 9,9 


(1) Banks Rediscounting 642 483 448 883 336 314 


19164 (2) Total Member Banks 7621 7618 7624 7626 7628 7627 
(3) Percentage of (1) to (2) 8.4 6.3 5.9 5.0 4.4 4.1 


During 1915 and 1916, the average number of member banks re- 
discounting each month equaled 7.8% of the total membership. 
The data which have been presented are proof that the re- 
sources of the Federal Reserve Banks of Dallas, Atlanta and 
Richmond were most severely tested prior to America’s entrance 
into the war. The accommodation which they granted was ex- 
tended for the most part to the smaller member bank. Although 
the southern Reserve Banks rediscounted heavily, they were not 
compelled to borrow funds from the other Reserve Banks. Be- 
fore April, 1917 there was no interdistrict rediscounting.'° 
The experience of the pre-war years seems to indicate that the 
Federal Reserve Banks may be divided into two groups, those in 
districts whose resources are required primarily for the meeting 
of local needs, seasonal and otherwise, and those in districts 
whose resources are more than sufficient for local requirements 
alone. MRediscount operations will probably absorb the whole 
attention of the Banks in the first group, while those in the 
second can devote some attention to problems related to the de- 
velopment of a discount market, to fluctuations in the foreign ex- 
changes, gold movements, etc. The first group would include 
the Federal Reserve Banks of Dallas, Atlanta, Richmond, St. 
Louis, Kansas City, and Minneapolis. These are located ao 
borrowing sections. The second group would include the Re- 
serve Banks of Boston, New York, Philadelphia, Cleveland, Chi- 
cago and San Francisco. These are located in the creditor dis- 
tricts and in addition to meeting local needs, their resources will 
185 On March 10, 1915, the Federal Reserve Board established a rate of 
314% for paper maturing within thirty days, and 4% for paper maturing 
after thirty days but within ninety days when rediscounted by one Federal 
Reserve Bank with another. These rates were changed on May 29, 1917, 
to 8% for paper maturing up to ninety days. No rediscount transactions 
were consummated, however, until December, 1917. (Discount Rates of 


the Federal Reserve Banks, 1914-1921, p. 30. Washington, Government 
Printing Office, 1922.) 
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permit them to engage in open-market operations as the occasion 
demands. ; 

Open-market Operations before April, IQT7. The reasons 
for permitting the Reserve Banks to engage in open-market 
operations have been indicated elsewhere.1°® The inability of 
the Reserve Banks, excepting those’ located in the South, to meet 
their current expenses through 1915 and 1916 by earnings on 
bills discounted, forced them to invest a portion of their funds 
in the open market; in warrants, bonds, and acceptances. This 
the Federal Reserve Board had advised them to do to an extent 
necessary to pay their expenses. Beyond such a point the Board 
held that the Reserve Banks should not invest their funds, for to 
do so would only swell the already abundant funds in the market 
and to that extent raise the price level.!37 

The Purchase of Municipal Warrants. In a special regula- 
tion issued on January 26, 1915 (Regulation F, Series of 1915), 
the Federal Reserve Board defined in some detail those warrants 
which should be eligible for purchase by the Reserve Banks.!#8 
In a circular which accompanied this regulation,'?® the Board 
instructed the Banks to invest normally only a small portion of 
their resources in this manner. The larger portion should be 
reserved for the discounting of commercial paper. “In any and 
all cases the interest of the Federal reserve banks rather than 
that of the municipalities desiring to sell their obligations should 
be the primary consideration in making such investments.” 
Furthermore, the Board advised that a preference should be shown 
for those warrants which were most readily marketable, in order 
that the Reserve Banks might rapidly increase their cash position 
when necessary. No warrants were to be purchased except those 
issued for short periods in anticipation of assured revenues.!40 

In order to help meet expenses, the Reserve Banks therefore 


136 See pages 115-117. 

1387 Wirst Annual Report of the Federal Reserve Board, p. 18. Second 
Annual Report of the Federal Reserve Board, pp. 4, 6 and 20, 

188 Federal Reserve Bulletin, 1915, p. 40. 

Though this regulation was not issued until J anuary 26, 1915, the 
Minneapolis Bank purchased $677,000 of municipal warrants in December, 
1914. (Second Annual Report of the Federal Reserve Board, p. 75.) This 
purchase was effected after correspondence and personal conferences be- 
tween the officials of the Bank and members of the Board. (Letter from 
Edmund Platt to author, dated January 19, 1923.) 

139 Federal Reserve Bulletin, 1915, p. 39. 

140 For the most recent regulations governing the purchase of municipal 
warrants, see pages 171-173. 
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invested during 1915 and 1916, $156,545,300 in warrants, an 
average of $6,522,721 a month.**! In 1915, as the accompany- 
ing table shows, the Federal Reserve Banks of New York, Boston, 
Philadelphia, Cleveland and Chicago purchased 86% of the 
whole, and in 1916, 81.8%. The Banks of Dallas, Atlanta and 
Richmond, in 1915, bought only 1.8% of all warrants purchased, 
and in 1916, but .8 of 1%. The heavy rediscounts at those 
Banks rendered it unnecessary for them to purchase municipal 
warrants as a means of meeting their operating expenses.'4? _ 


PuRCHASES oF MUNICIPAL WARRANTS 143 


Per cent. 

Federal Reserve Amount of whole 
Bank of 1915 1916 1915 1916 
ROS TOU. a Sis Salas COMETS she wraNers $ 8,259,900 $ 7,621,600 12.6% 8.4% 
ING Vee IOI Fo Aree ons, crea. «1 0 v gave leneweleks 26,465,400 38,432,300 40.2 42.4 
Wha aGelphtae Srvc craled os trsuie seers 7,399,800 7,823,000 11.2 8.6 
Mbvielama 6 cco seve tts < gs eras cee 6,805,000 10,660,200 10.3 SLAF 
Te MTAOMG | vot tchestetred sotto ol oe.ers 120,300 529,600 B 6 
TN EN Te ao tap eee RC 08 6 tee aC 329,700 420,300 5 18 
CUAIGRERY 56 ees NA eo oO GbE 7,684,600 9,733,300 ilar AO 7¢ 
RS Cone OU S er mtsiorsweteeite Cretan est enarersls 2,264,800 3,619,200 3.4 4.0 
IMiimea POS: ao. ess is custo ase ois 2,396,200 3,734,800 - 3.6 4.1 
Teufel KOM aan oto ecole ec omcrmEne 1,251,200 1,996,800 1.9 oD, 
(OBIE ae Ae ee ic coca ates Cie 75,700 152,300 il 2 
Sinan MPa CLSCOw ce tleho cl cle sate ers ier> 2,807,700 5,962,600 4.3 6.6 
TENTH tue, eta Gio cet a Monee camaro $65,859,300 $90,686,000 100.0 100.0 


During the first three months of 1917 only $14,614,200 of 
municipal warrants were purchased, of which more than a half 
were purchased during January. The officials of the System 
had become convinced that America’s participation in the war 
was all but inevitable, and had advised the Regional Banks to 
reduce their investments.144 The reserve percentage of the Sys- 
tem, the Board held, should be increased to the largest possible 


141 The New York Reserve Bank purchased warrants in large amounts for 
the other Reserve Banks. See Third Annual Report of the Federal Reserve 
Board, p. 229. 

142 Harnings from municipal warrants in 1915 amounted to $490,689 and 
in 1916 to $708,867. See Second Annual Report of the Federal Reserve 
Board, p. 89; and Third Annual Report of the Federal Reserve Board, 
Da LL. 

148 Third Annual Report of the Federal Reserve Board, p. 102. 

144 Federal Reserve Bulletin, 1917, p. 154. 
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figure preparatory to bearing the strain of financing the war. 

Investments in Government Bonds. Besides buying muni- 
cipal warrants in the open market, government bonds were pur- 
chased to the amount of $15,918,470 from the opening of the 
Reserve Banks to December 81, 1915. Of this amount the 
Federal Reserve Banks of New York, Philadelphia, Cleveland, 
Chicago and Kansas City purchased 67.5%. Of the total amount 
purchased, 75.1% bore 2% interest; 20.1% bore 3% ; and 4.8% 
bore 4%." During 1916, $56,750,180 of government obliga- 
tions were bought, of which these same five Reserve Banks took 
62.9% Of the bonds bought in 1916, 84.8% were 2% bonds; 
6.9% were 3% ; and 7.8% were 4% bonds; and 14 of 1% were 
one year Treasury notes.‘*® During January, February and 
March of 1917, the Reserve Banks purchased $13,554,850 of 
United States bonds and one year Treasury notes.147 

Reserve Banks Must Use Discretion in Buying Govern- 
ment Bonds. Under the provisions of Section 14 of the Federal 
Reserve Act, the*Reserve Banks are empowered to purchase bonds 
and notes of the United States government, and this privilege 
has not been limited by the Federal Reserve Board.!48 In invest- 
ing their funds in. this manner, however, the Regional Banks must 
of necessity exercise discretion. In case a Reserve Bank desired 
‘to, and was able to mop up surplus funds in the market in order 
to make the Bank rate effective, the possession of a certain 
‘amount of government obligations would be of the greatest util- 
ity. It would, however, be a grave error if the System were to 
invest a considerable proportion of its resources in such a manner. 
'To do so would tend to freeze the assets of the Banks, and would 
divert their funds from commercial employments. Not to. men- 
tion the effects of such a policy on prices. 

The government obligations purchased by the Reserve Banks 
during 1915 were for the purpose of increasing their earnings. 
During 1916, however, $30,000,000 of the bonds were purchased 
in pursuance of Section 18 of the Act, which had become effec- 


145 Second Annual Report of the Federal Reserve Board, p. 74. 

146 Third Annual Report of the Federal Reserve Board, p. 96. 

Of the $56,750,180 of government obligations purchased by the Reserve 
Banks at one time or another during 1916, $17,254,000 were sold, so that 
the government securities on hand on January 1, 1917, amounted to 
$55,414,650. (Tbid., p. 98.) 

147 Fourth Annual Report of the Federal Reserve Board, p. 122. 

148 Federal Reserve Bulletin, 1917, p. 81. 
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tive on December 28, 1915, and which had for its purpose the 
retirement of the national bank note.4® Up to December 31, 
1915, the Reserve Banks had earned $171,831 in interest on 
the government bonds purchased, and $20,503 in appreciation.1°° 
In 1916, the interest earned amounted to $1,106,860, and the 
profits realized on securities sold, to $302,184. The System 
derived a considerably larger revenue in 1916 in the form of 
interest and profits on government bonds than from earnings on 
bills discounted. 

Bankers’ Acceptances. The provisions of the Federal Re- 
serve Act governing the acceptance of time bills of exchange by 
member banks have been indicated elsewhere. These provisions 
were incorporated in the Act because it was realized that they, or 
at least that part of them which had to do with the acceptance 
of foreign bills, were the sine qua non for the establishment of 
a discount market. 

The officials of the System early realized that there would 
be many obstacles in the way of encouraging the use of 
dollar drafts. Banks both in New York and in the interior had 
been accustomed to invest their surplus funds in the form of 
call loans. The acceptance market would have to compete with 
the call loan market for the surplus funds of the country. <Ac- 
ceptances would have to be made in every way as attractive in- 
vestments as the call loan, equally as liquid and with as high a 
yield.*°? Not only would the acceptance market have to compete 
with the call loan market, but it would also have to meet com- 
petition from the commercial paper market. In addition, 


149 Of the $30,000,000 of bonds purchased by the System in 1916 in pur- 
suance of Section 18, $15,761,000 worth were exchanged for the 3% con- 
version bonds of 1946, and $14,239,000 worth for the 3% one-year gold 
Treasury notes. During 1916 the Reserve Banks issued in all $60,046,000 
of Federal Reserve Bank notes. See Third Annual Report of the Federal 
Reserve Board, pp. 65, 99, 100 and 101. 

150 Second Annual Report of the Federal Reserve Board, p. 89. 

151 Third Annual Report of the Federal Reserve Board, p. 117. 

152 With regard to the competition between the acceptance and the call 
loan market, Paul Warburg stated: ‘As long as this system continues, 
as long as the banks all over the country dump their idle funds upon the 
Stock Exchange, treating these Stock Exchange loans and New York bal- 
ances invested therein as their quickest and most important secondary 
reserve, just so long is the Stock Hxchange in an unsound condition and 
just so long will it be impossible to secure for our country the benefits 
of a wide discount market and effective bank rates.” Warburg, Accept- 
ances versus Call Loans, p. 565. 
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banks would have to be induced to give up their former practice 
of investing in bonds for the yield and rise in price.*5? If, the 
acceptance market, then, were to rest on a solid base, and were to 
be supported by commercial banks, funds would necessarily have 
to be diverted from the call loan market, the commercial paper 
market and the bond market. To anticipate that commercial 
banks would suddenly change the character of their investments 
would have been too sanguine an expectation. The development 
of an acceptance market would take time. 

Not only was it necessary to create a demand for acceptances 
by inducing commercial banks to divert their funds into those 
channels, but it was equally necessary to make the dollar draft 
acceptable to persons at home and abroad engaged in interna- 
tional trade. The dollar bill, of course, did not have the stand- 
ing of the pound sterling. Time would be required to accustom 
foreigners to the use of American credits. They would be dis- 
inclined to break old banking connections. The dollar draft must 
be made so desirable that bill buyers in foreign countries would 
quote as low a rate on it as they had been in the habit of quoting 
on sterling bills. The mail service to the United States was 
not nearly as fast or as regular from many parts of the world as 
they were to England. This must be improved to insure the 
rapid delivery of dollar drafts. If the dollar draft were to ac- 
quire a permanent position, American banks would of necessity 
be forced to establish foreign branches through which Americar 
capital could be exported, and which would be in a position to 
secure credit information for exporters and in other ways look 
after their interests.1°* The English banks and English- 
controlled banks, with their thousands of branches in all parts of 
the world, had been an important factor in contributing to the 
primacy of the sterling bill. 

Attitude of the Federal Reserve System towards Dollar 
Drafts. To counteract these many obstacles in the way of de- 
veloping the use of the dollar draft, the Federal Reserve System 
determined to give it whole-hearted support. The Board defined 
acceptances eligible for purchase and discount in a very liberal 
manner—too liberal, in fact. The policy was adopted of pur- 
chasing acceptances freely at preferential rates.15° Further the 


153 See Hollander, The Owrrency Act and Bank Investments; pp. 450-451. 

154 See Willis, The Federal Reserve, p. 295. 

155 The Reserve Banks purchased acceptances at. rates ranging from 2 
to 4 per cent. until March 30, 1917. For statements showing encourage- 
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Reserve Banks agreed to buy and hold them for the account of 
member banks so that if they desired later to increase their re- 
serves, the acceptances so purchased might be automatically dis- 
counted.?°° Much of the growth in the pre-war use of accept- 
ances was the result of this support. The European war also 
aided in the development of the use of the dollar draft by remoy- 
ing the competition which American banks would otherwise have 
met in South America and elsewhere.!57 

Purchases of Acceptances in 1915 and 1916. The Federal 
Reserve Bank of Philadelphia was the first, on February 19, 1915, 
to purchase bankers’ acceptances in the open market, in accord- 
ance with the regulations of the Board issued on the 8th of 
February. During 1915, the Regional Banks purchased $64,- 
814,000 of bankers’ acceptances in the open market, and in 1916, 
$369,762,300, a total of $434,576,300 for those two years, or a 
sum equal to 41.4% of the total investment operations of the 
System. During 1915, the Boston, New York, Philadelphia and 
Chicago Reserve Banks purchased 82.1% of all the acceptances, 
and in 1916, 66.4% of the whole.*® In 1915, the Dallas Bank 
was the only one to purchase no acceptances, and the purchases 
of the Richmond and Atlanta Banks together amounted to but 
Vy of 1% of the whole. In 1916, the southern Reserve Banks 
purchased but 6% of the whole, wisely keeping their purchases 
of acceptances down because their rediscounts of commercial 
paper were heavy. The purchases of acceptances by the San 
Francisco Reserve Bank in both years amounted to less than that 
purchased by either Boston, New York, or Philadelphia, probably 
because Oriental trade is financed largely through the authority 
to purchase. 


ment given to the acceptance market, see Third Annual Report of the 
Federal Reserve Board, pp. 198, 201, 224, 263, 282, and 343. 

156 Such an agreement on the part of the Reserve Banks contained ele- 
ments of danger, in case the credit situation changed suddenly, making 
it necessary for the Reserve Banks to exercise greater control over credit 
extensions. 

157 The use of the acceptance was also encouraged in other ways, as 
for example: 

1) The clearing house in New York allowed such items to be cleared, 

beginning August 1, 1918. 
2) Permission was granted savings banks in a number of states to 
purchase acceptances. 

158 The acceptances taken by the Reserve Banks of the interior were 
largely purchased through the Federal Reserve Bank of New York. See 
Third Annual Report of the Federal Reserve Board, pp. 332, 348, and 398. 
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PURCHASES OF BANKERS’ ACCEPTANCES BY THE RESERVE BANKS 159 


ieee areas en ee ee a eee ee 


1915 1916 

Federal Reserve Per cent. || Amount Per cent. 

Bank of Amount of whole of whole 
Bostontaswer Lot kee ee aes wee $14,105,000 Zien $ 52,377,000 13.6 
New yorkies sone eiicts sevens 25,834,000 39.8 123,406,000 32.0 
Philadelphia secrete cin erie se 7,565,000 Ay 53,122,000 13.8 
@leveland jceiye crcs.ctercde oie skereate « 2,963,000 4.6 27,542,000 fioal 
ARIGHIMON ie cere ois. 5 oust rareeesiouss/ oe 250,000 A 11,313,000 2.9 
Atlanta ds ce etre ses cers 5 ds arse cole! ots 72,000 ask 12,544,000 By 
OWICHEO oe tien ete epee teal eNetears 5,782,000 8.9 27,061,000 7.0 
St# Mowis wae. s.e os eae eee 1,801,000 2.8 20,681,000 5.4 
Minneapolis a spac-nerelepetonelnterss) 1,455,000 2:2 13,539,000 35 
TWansas | Oity ts r0:iots ovtuaue sue eecsucs 1,788,000 2.8 8,191,000 Del 
Dallas: ites criss ccssxajune siemenatee mine uenousy maak aa 3,543,000 i) 
San BPrancisco! sc. seca. 3,230,000 D0 32,776,000 8.5 

TT’ Otallipeie weeteas.s Ao ore $64,845,000 | 100.0 $386,095,000 100.0 


In the first three months of 1917, the Reserve Banks pur- 
chased $119,410,497 of acceptances. It is interesting to note 
that with the approach of the war, they did not decrease the 
amount of acceptances purchased as they did in the case of 
municipal warrants.’®° 

Maturities of Acceptances Purchased. The maturities of 
the acceptances purchased during 1915 and 1916 are given in 
the following table: 161 


Within 30 After 30 days After 60 days 
days but within 60 but within 3 months 
1915 $2,980,000 $9,057,000 $52,808,000 | 
1916 38,442,000 68,651,000 284,002,000 


Purchases of Member and Non-Member Acceptances Com- 
pared. The average size of the acceptances purchased in both 


159 Second Annual Report of the Federal Reserve Board, p. T2. Third 
Annual Report of the Federal Reserve Board, pp. 94 and 103. Of this 
amount in 1915, $31,000 were trade acceptances, and $16,332,700 in 1916. 
The Board has no data showing what. proportion of the bankers’ accept- 
_ances purchased in 1915 and 1916 arose from domestic and from foreign 
es ik ia (Letter to author from Hdmund Platt, dated January 27, 
160 Fourth Annual Report of the Federal Reserve Board, p. 119. 


oe Tbid., p. 95. Second Annual Report of the Federal Reserve Board, 
Dp. fo. , 


. 
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1915 and 1916 was approximately $18,000. In 1915, the ma- 
jority of acceptances held by the Reserve Banks had been pur- 
chased from member banks. In 1916 the amount purchased 
from non-members increased at a faster rate than that pur- 
chased from members so that by the end of the year the Reserve 
Banks held nearly as many acceptances purchased from non- 
member banks as from member banks. 


MrmsBer AND Non-MrempBer BANK ACCEPTANCES HELD BY THE RESERVE BANKS 
ON SPECIFIED DATES 162 


Date Bankers’ Acceptances 
Member Non-Member Banks 
Banks Trust State Prwate 
Companies Banks Banks 
1915— 
May 3 $5,038,000 $8,189,000 $ 10,000 $ 110,000 
Noy. 1 8,477,000 4,331,000 253,000 204,000 
1916— 
April 3 21,000,000 13,573,000 473,000 3,262,000 
Oct. 2 37,798,000 21,782,000 712,000 9,944,000 
1917— 
Fan 66,803,000 34,625,000 1,502,000 18,224,000 


Growth of the Dollar Draft. 


Statistics of the growth of 


the dollar draft are given in the following table: *% 
GROWTH OF THE DOLLAR DRAFT 
3 : I Ink SII IV We 
Date Held by the Held by Member bank Total Per 
Federal all the acceptances acceptance Cent of 
Reserve Reserve outstanding liability Column 
Bank of Banks of Amer- II to 
New York ican banks Column TV 
(Estimated) 
$8,715,000 $23,013,000 | $32,876,000 $100,000,000 238% 
‘ (Dec.30,’15) | (Dec.30715) 
Dec. 31, °16 41,457,000 127,497,000 | 107,909,000 250,000,000 51 
(Dec. 27,.716) 
Dec. 31, 717 | 148,125,000 | 275,366,000 | 217,190,000 450,000,000 61.2 


Oe a rer rea 


162 Federal Reserve Bulletin, 1917, p. 141. 
Federal Reserve Bulletin, 1916, p. 92. 
Monthly Review of Business and Credit Conditions in the 
Second Federal Reserve District, April 1, 1921, p. 12. 
Second Annual Report of the Federal Reserve Board, pp. 


163 Sources: 


2-3 


The Annals of the American Academy of Political and 
Social Science, January 1922, p. 215. 
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The acceptance market during this period as shown in the above 
table was very largely dependent upon support given it by the 
Reserve Banks. In fact, the growth of the acceptance market 
was largely forced, aided as it was by the Reserve Banks, by 
the removal of competition on the part of the European Banks, 
and by the fact that America was the only important nation on 
a gold basis. All in all the Federal Reserve Board and the Re- 
gional Banks were quite pleased with the start which had been 
made towards the development of a discount market in America.'®* 

Abuse in Acceptance Practice. The rapid development of 
the acceptance in a nation where bankers previously had been 
little acquainted with acceptance theory and practice, the liber- 
ality of the Board in defining acceptances and of the legislators 
in enlarging the provisions of the Act inevitably led to abuses 
in their use.1®° As single-name paper had superseded in Amer- 
ica the old two-name type of accommodation, the framers 
of the Act believed that the acceptance should be limited to 
transactions involving the importation and exportation of goods 
and should in each case grow out of a specific transaction. It 
was not intended that the acceptance should be used as a means 
of borrowing for speculative purposes or of assisting individuals 
to secure a larger amount of accommodation than a bank could 
lawfully grant on other types of paper. Nor was the accept- 
ance to be used as a means of financing fixed-capital transactions. 
In every case the acceptance must be retired by the completion 
of the transaction which gave rise to it. The provisions of the 
Act had been framed necessarily in a broad way and the task 
of interpretation was delegated to the Federal Reserve Board. 
Through its rulings and regulations the Board interpreted the 
provisions of the Act so broadly as to permit acceptances to 
become finance bills. For instance, acceptances issued against 
a shipment of goods, the Board ruled, might be renewed after 
such goods had been consumed, notwithstanding that the security 
originally behind the acceptances no longer existed. In the 
same connection acceptances were permitted to be drawn on the 
“revolving plan,” that is, it became legal for banks to establish 
a “line” of acceptances just as it might establish a line of credit. 
Such rulings tended to make the acceptance an accommodation 

164 See, for instance, Second Annual Report of the Federal Reserve Board, 


pp. 8-4; Federal Reserve Bulletin, 1916, p. 591; and Third Annual Report 
of the Federal Reserve Board, p. 227 


165 The material at this point is based largely on Willis, The Federal 
Reserve System, Chap. XLIV. 
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bill drawn without any particular reference to the movement of 
goods or the character of the shipment and still less to the real 
maturity of the obligation. The amendments to the Act altering 
the original acceptance provisions were without economic justi- 
fication. They permitted acceptances to be used in domestic 
trade where they were not needed and where their presence would 
be almost certain to lead to unsound practices. The abuses 
which crept into acceptance practice in America may be enumer- 
ated briefly as follows: 


. 1) Despite the opposition of the Board '®* the practice developed 
among banks of discounting their own acceptances. Such prac- 
tices militated against the formation of a healthy discount market 
and were of course wholly contrary to acceptance practice in 
Europe. 

2) As acceptances were in many cases drawn for periods longer 
than the underlying transactions and then sometimes renewed, 
they did not always represent specific transactions and lost their 
most valuable characteristic of self-liquidation. It has been 
estimated that the renewal acceptances placed on the market up to 
January 1, 1917, amounted in all to $125,000,000. As Dr. Willis 
has indicated: “These renewal acceptances cannot be regarded 
as a normal or perhaps wholesome element in the financial 
market.” 1°’ The practice of renewing acceptances reached a high 
point at the time of the formation of such syndicate agreements 
as the French acceptance agreement entered into by Brown Broth- 
ers, the French acceptance agreement entered into by the Guaranty 
~Trust Company, the American Tobacco company acceptance agree- 
ment, the St. Louis Gas and Oil acceptance agreement, the Good- 
rich Rubber Company acceptance agreement, and the Chicago Wool 
Corporation acceptance agreement. The French Industrial Credit 
of November 11, 1916, was an arrangement whereby the Guaranty 
Trust Company of New York, the Bankers Trust Company and 
others were to extend in all $50,000,000 in the form of acceptance 
credits to certain French merchants. ‘The acceptances were to run 
for three months’ sight from January 16, 1917, and were to be re- 
newed five times. This agreement amounted to nothing more than 
a syndicate loan running from January 16, 1917 to July 16, 1918. 
Including all charges the Syndicate extended such credits to the 


166 See, Third Annual Report of the Federal Reserve Board, p. 5; and 
Pierre Jay, The Development of a Discount Market and Its Relation to 
Our Foreign Trade, p. 7; and Federal Reserve Bulletin, 1917, p. 28. 

167 Willis, What the Federal Reserve System Has Done, p. 278. 
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French merchants at the rate of 64,% per annum, while at this 
particular time the acceptance rate at the Federal Reserve Bank of 
New York was 245%, “leaving the American acceptors a profit of 
4% on the entire transaction of $50,000,000 for the service of going 
through the form of accepting and rediscounting.” *°*° 
3) Acceptances were used by banks as a method of extending 
credit to persons to whom the banks in question had extended all 
of the credit in ordinary ways that the law allowed. 

4) Acceptances were employed to enable speculators to hold. goods 
in warehouses for price advances. 

5) Acceptances were pyramided. Several might be drawn against 
the same shipment of goods or the acceptances might be collateraled 
by bankers’ bills which had been drawn previously.*® 


All such practices could not do otherwise than impair the stand- 
ing of the American discount market.’7° Bankers’ acceptances 
attained a certain growth largely by the absence of foreign com- 
petition and by reason of the support lent by the Reserve 
Banks,'"' a large part of which was unwarranted. It was real- 
ized by students of the subject that it would be no easy matter 
for American banks to retain their acceptance business after the 
cessation of hostilities.17? 


168 Willis, The Federal Reserve System. Through such an acceptance 
syndicate a foreign government might be able to borrow funds in New 
York at a lower rate of interest than it would have to pay on bonds or 
short-term notes. The military operations of the foreign governments 


would thus be financed by commercial banking credit whereas investment 
credit should have been employed. 


169 Federal Reserve Bulletin, 1917, p. 29. 

170 The abuses grew so pronounced that Gov. Harding was lead to issue 
the following statement: “... we must not permit either our ambition 
or our desire to assist. others, or considerations of profits, to cause us to 
disregard long-established and sound banking principles.” Federal Reserve 
Bulletin, 1916, p. 587. See, also, an editorial in The Bankers Magazine, 
(New York), April 1916, pp. 474-477. 

171 The liberality of the Reserve Banks in purchasing acceptances in- 
duced the member banks to rediscount their holdings whenever the ecall- 
loan rate rose so that they might profit by the rise. The Reserve Banks 
then had to hold the bag while their funds extended on acceptances were 
being used in the call-loan market. 

172“ At the return of peace, it will be no easy matter to retain the 
acceptance business already acquired, to Say nothing about its further ex- 
pansion. It is an advantage both to exporters and importers to have 
bills drawn upon a single central world market, rather than on cities in 
each of the countries with which they are trading.” Sprague, Federal 
Reserve Banking System in Operation, pp. 651-652. See, also, Willis, 
What the Federal Reserve System Has Done, p. 282; and Federal Reserve 
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Uniform Policies Important in the Purchase of Bankers’ 
Bills. The majority of the Bankers’ acceptances purchased by 
the System were bought in New York either by the New York 
Reserve Bank for its own account or in behalf of the other Re- 
gional Banks. This raises the question whether discount markets 
might be developed elsewhere than in New York. Without ques- 
tion the most important discount market, for the buying and 
selling of ‘salt water bills,” will be located in New York. 
Smaller markets may develop in Boston and Philadelphia and 
Chicago and San Francisco. Though the development of a dis- 
count market in San Francisco will probably be hampered by the 
extensive use of the authority to purchase in Oriental trade. 
Whether one or twelve discount markets develop it is highly im- 
portant that the Reserve Banks adopt uniform policies in buying 
and selling acceptances, just as important as it is in the establish- 
ing of discount rates. Uniform policies must be adopted in the 
buying and selling of bills for only in this way can gold move-' 
ments be controlled, importations of capital encouraged and the 
open market be regulated.'"* 

Open-market Operations More Important than Rediscount 
Operations before April, 1917. Prior to April 1917, the open 
market operations of the Federal Reserve System were of con- 
siderably more importance than the rediscount operations. In 
1915 the value of the warrants, bonds and acceptances purchased 
in the open market amounted to 48% of the total investment 
operations and in 1916 to 72%. The influx of gold and the re- 
lease of reserve funds rendered it unnecessary for the great ma- 
jority of member banks to rediscount in these years. At the 
most, not more than 11% of the member banks rediscounted dur- 
ing any one month. Rediscount operations excepting in the 
southern districts were slight. 


Bulletin, 1916, p. 591. Economists recognized that the dollar draft would 
have a hard struggle at the end of the War. The efforts of German 
bankers before the War to create a discount market in Berlin did not 
meet with great success. 

173 Such uniformity of action might be brought about either through 
the action of the Board or through Agents’ and Governors’ conferences. 

Some economists at the time the Federal Reserve Act was being dis- 
cussed doubted the ability of a regional type of organization to develop 
a discount market. In regard to this point, Dr. Willis has stated: 
“there seems to be no reason to doubt that the regional or district plan 
has operated as effectively in the direction of a discount. market as a cen- 
tral bank would have done.” Willis, What the Federal Reserve System 


Has Done, p. 273. 
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INVESTMENT OPERATIONS OF THE FEDERAL RESERVE SYSTEM 
DURING 1915 AND 1916 174 


1915 1916 

Commercial paper discounted ............. $161,353,000 $207,870,500 
Bankers’ acceptances purchased ...... easteas 64,814,000 369,762,300 
Trade acceptances purchased ...........- 31,000 16,332,700 
United States securities purchased ........ 15,713,470 56,750,180 
Municipal warrants purchased ............ 65,859,800 90,686,000 
ics Eels Can ae a ie, Slats I are Ee ee 

POCA tices a oleh anencine eteca: hare ante ee oterer haerorets 307,770,800 741,401,680 


Reasons Prompting the Reserve Banks to Go into the 
Open Market. The reasons prompting the Reserve Banks to go 
into the open market were several. Warrants were purchased 
heavily by certain of the Reserve Banks that they might meet 
their expenses. The motive for purchasing Government bonds 
and notes was partly to increase earnings and partly to carry out 
the provisions of the Act leading to the retirement of the national 
bank notes. Acceptances were purchased to encourage the use 
of the dollar draft and to support the discount market. In 1916 
the earnings from municipal warrants were estimated to be at 
the rate of 2.64%per annum, from United States securities, 
2.385%, and from acceptances, 2.36%, while earnings from bills 
discounted amounted to 4.20 per cent.17° 


EVALUTION OF PRE-WAR DISCOUNT POLICIES OF 
FEDERAL RESERVE BANKS 


The time has come for an evaluation of the pre-war discount 
policy of the Reserve Banks. The System spent its adolescence 
in a rapidly changing economy. Even before the Banks were 
officially opened the members of the Board were compelled to 
grapple with several problems of considerable importance such 
as the demoralization of the foreign exchanges and of the cotton 
market. It was not long after the Banks had opened before 
the influx of gold, the return of American securities and the un- 
precedented exports began. No time was allowed the Reserve 
Banks for a slow progressive growth. Its development was forced. 
Its policies had to be adopted quickly without the mass of ex- 
perience and tradition which lies behind decisions made by the 


174 Third Annual Report of the Federal Reserve Board, p. 108. 
175 Tbid., p. 105, : 
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officials of the Bank of England. In evaluating the discount 
policies of the Reserve Banks these facts must be kept in mind. 

Services Rendered by the Reserve Banks. Nor must the 
immensity of the task of organizing the twelve banks and of 
setting them in operation be forgotten in passing judgment upon 
the achievements of the System. Nor must the influence of the 
Reserve Banks in easing the seasonal tension, in modifying 
through the elastic qualities of its currency seasonal fluctuations 
in interest rates, be lost sight of.17° That in itself was a service 
of no small importance. The System made some headway in the 
standardization of commercial paper and in the development of 
a discount market.'77 Psychologically its presence in the pre- 
war years was of the greatest importance in serving to assuage 
business hysteria. 

We must pass, however, from a consideration of the brighter 
aspects of the pre-war experience of the Federal Reserve Banks 
to an evaluation of the discount policies adopted by the System. 
These are open to serious criticism on several grounds: 


1) There was a lack of uniformity in the discount policies adopted 
by the several Reserve Banks. 

2) The policies adopted were shaped to favor the agriculturalists. 
3) Emphasis was laid on the form of paper rediscounted and pur- 
chased to the exclusion of a careful analysis of the underlying 
transaction. 


Lack of Uniformity in Discount Policies. As has been men- 
tioned before, the beauty of the regional plan of organization 
was that it allowed the Bank rate to vary in different parts of 
the country in accordance with the economic development of 
those sections. However, when we compare the rates established 
in one district with the rates established in another, we find that 
they bore little relationship to the economic development of the 
respective sections. Taking the yield on bills discounted as an 
index of the rates actually charged,'"® we find that in 1916 this 
yaried as between the separate Banks from 3.52% in the Boston 
district to 5.01% in San Francisco. 

176 See Willis, What the Federal Reserve System Has Done, p. 272. 

177 See Ibid., p. 287 and Second Annual Report of the Federal Reserve 


Board, pp. 10 and 3860. 
178 Helfferich feels that this is the best index of the rates actually 


eharged, see Chapter II. 
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Federal Reserve Bank of Yield in 1916 
Boston 3.52% 
New York 8.69 
Philadelphia 3.75 
Cleveland 4.25 
Richmond 4.00 
Atlanta 3.77 
Chicago 4.60 
St. Louis 4.04 
Minneapolis 4,80 
Kansas City 4.77 
Dallas 4.49 
San Francisco Od 


Average 4.20 


As the table shows, the yield on bills discounted by the Atlanta - 
Bank was lower than that at all the others excepting the Boston, 
Philadelphia and New York Reserve Banks. The yield on bills 
discounted at Richmond was lower than that at seven of the 
other banks. The yield at Dallas was lower than that at the 
Chicago, Kansas City, Minneapolis and San Francisco Banks. 
Is there any justification for the establishment of such low Bank 
rates at the Southern Reserve Banks in view of their large re- 
discount operations and of the high market rates prevailing in 
those sections? 8° The very fact that the yield on bills dis- 
counted at the Atlanta Bank in 1916 averaged 3.77% and at the 
San Francisco Bank 5.01% is proof of itself that there was no 
uniformity in the discount policies of the Reserve Banks. 

While the Board seemed to hold to the opinion that the Bank 
rates should rule above the market, if we may judge their opin- 
ions from pronouncements in the Board Reports, only in the 

179 Third Annual Report of the Federal Reserve Board, p. 105. Com- 
parable figures for 1915 have not yet been compiled by the Board. 

180 The Board seemed to feel that the Reserve Banks could lower interest 
rates by increasing their investment operations and by so putting more 
money in circulation. See Second Annual Report of the Federal Reserve 
Board, pp. 6 and 159. That the rate of interest does not depend upon 


the amount of money in circulation was demonstrated by David Hume 
more than a hundred and seventy years ago, . 
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financial centers of the country could the Bank rates be said 
to have ruled above rates prevailing in the market. Elsewhere 
the Bank rates ruled below the market whether we take line of 
credit rates as an index of the market or the average rate charged 
by the member bank on paper rediscounted with the Reserve 
Bank. In districts where the market rates were highest, as in 
the Atlanta and Dallas districts, the Bank rates were low. Uni- 
form policies should have been adopted by the Federal Reserve 
Board and the Reserve Banks, first, as regards the relationship 
between the Bank rate and the rates prevalent in the market: 
and second, as regards the relationship between the Bank rates 
as established in one district and those established in another. 
Discount Policies Shaped in Interests of Agriculturalists. 
One of the most disheartening conclusions to be drawn from the 
pre-war discount policy of the Reserve Banks is that the policies 
adopted were often shaped in the interests of certain classes. 
From the beginning the agriculturalists were favored. A _ strik- 
ing example of this lies of course in the establishment of the 
commodity rates. Even the rates set on ordinary agricultural 
paper bore no relationship to the rates charged in the market. 
The Act was itself amended to permit the Reserve Banks to dis- 
count a greater amount of such paper. The farmer was not 
discriminated against. 'The System favored him to the exclusion 
of other classes, but without greatly aiding him, for with gold 
pouring in from Europe and with the release of the reserve funds 
commercial banks were as a rule possessed of a sufficiency of re- 
sources to finance his transactions. 
’ Paper Discounted and Purchased without Proper Scrutiny 
of the Underlying Transaction. In laying emphasis on the form 
of paper rediscounted and purchased without a careful analysis 
of the underlying transaction, the System is to be severely criti- 
cised. In their desire to promote the development of a discount 
market the Reserve Banks bought bankers’ bills too freely, at 
unduly low rates, at rates which in many instances were not 
warranted by the character of the paper. Nor did the Reserve 
Banks sufficiently scrutinize the underlying transactions or the 
credit standing of the parties to the bill. Through its rulings 
and regulations the Board permitted bankers’ acceptance to 
degenerate into an accommodation bill. The growth of the dis- 
count market was largely forced. Had it not been for the sup- 
port given it by the Reserve Banks it certainly could not have 
attained the proportions it did. 
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The trade acceptance movement reached “an early climax and 
then sank into discredit.” 181 Without cordial support from the 
business public, which the trade acceptance lacked, there was no 
hope that it would ever become a prime piece of commercial paper. 
In fact it early sank into the ignominious state of being used as 
a collection instrument. Despite this the Reserve Banks es- 
tablished preferential rates on this type of paper, and redis- 
counted trade acceptances freely without sufficient credit analysis. 

The Member Bank Complex. In fact the Reserve Banks 
only to a very slight extent subjected the paper offered for re- 
discount to any scrutiny or credit analysis. So fearful were 
they of displeasing the member banks, that they discounted prac- 
tically all paper thrust upon them."*? Little was rejected. To 
the extent that the Board unjustifiably relaxed its regulations 
governing commercial paper and to the extent that it surrendered 
its leadership in the improvement of commercial paper standards 
it is itself responsible for this tendency. The member bank com- 
plex has continuously shaped the policies of the Reserve Institu- 
tions. To such an extent was this true that some of the Reserve 
Banks lost sight of their social significance, were unwilling to 
deal with the public excepting through a member bank, and were 
fearful all the while that the members might regard them as 
competitors.18? 

Dangerous Precedents Established. In judging the pre- 
war discount policy of the Reserve System the chief criticism lies 
doubtless in its establishment of dangerous precedents. In 
some districts bankers were accustomed to discount at a profit. 
Agriculturalists were made to feel that they were a privileged 
group. Those dealing in acceptances came to look upon the 
System as a benevolent purchaser of all their surplus stock. 
While it is true that the policies adopted resulted in no tangible 
harm (conditions were not such that they could do much damage 
as member banks were not obliged to rediscount heavily), dan- 
gerous precedents were established. The adoption of similar 
policies at another time might work irreparable damage. 

Relationship between the Pre-war Discount Policy of the 
Reserve System and the Price Level. No summary of the pre- 
war discount policies of the Reserve Banks would be complete 


181 Willis, The Federal Reserve System—A Retrospect of Hight Years, 
p. 576. 


182 See for instance, a table appearing in the Second Annual Report of 
the Federal Reserve Board, p. 205. 


183 See Willis, What the Federal Reserve System Has Done, p. 286. 
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without a consideration of the relationship between the policies 
adopted and the rise in prices. Wholesale commodity prices 
rose from an average of 100 in 1913 to 173 in April 1917.1%* 
Were the policies inaugurated by the System responsible for 
this rise? While many of the policies adopted by the System 
are open to serious criticism, we may safely conclude that they 
had at that particular time only a negligible effect on prices, if 
indeed they affected the price level at all. The imports of gold 
totaling $1,192,120,000 18° and the release of $464,919,076 of 
reserve funds,'*® in making it easy for banks to expand their 
loans, discounts and investments, are chiefly responsible for the 
rise. From June 30, 1914, to June 20, 1917, these increased 
by $7,800,000,000. No power on earth could have prevented 
this increase or its effect on the upward movement of prices.'*? 
Inasmuch as most member banks were not forced to rediscount 
with the Reserve Banks, the Bank rates could not have controlled 
the situation no matter to what heights they might have been 
raised. The Bank rates were not effective.’8* In April 1917, 
the total investment operations of the Reserve System amounted 
to but 168 millions of dollars,'*® a mere bagatelle relative to the 


184 See Monthly Labor Review, July 1922, p. 61. 

Prices did not begin to rise rapidly until July 1915, a fact which Profes- 
sor Wesley Clair Mitchell explains as follows: “It is the common rule 
that revival after depression is confined for several months to increasing 
the physical volume of trade. Not until the more efficient plants have 
~ substantial backbone orders on their books do they begin active bidding for 
materials and marking up the prices of their products. ... The goods 
that led the rise of prices were the goods in most active demand and the 
goods.in restricted supply.” Mitchell, Prices and Reconstruction, p. 136. 

185 See p. 186. 

186 See pp. 191-193. The release of the reserve funds was of course in 
consequence of the provisions of the Act. In this section we are not con- 
sidering the effect of the provisions of the Owen-Glass Bill on prices but 
rather the policy of the Reserve Banks as it affected the price level. 

187 With regard to this statement Mr. R. C. Leffingwell, once Assistant- 
Secretary of the Treasury has said: “Before we entered the war, ex- 
pansion in this country was based upon the importation of gold and in- 
vestment securities. The federal reserve system was as powerless as a 
babe unborn to prevent it. The federal reserve banks were hard put to 
it to earn their operating expenses. Member banks did not have to bor- 
row and therefore bank rates could not be effective.’ The American 
Economic Review, March 1921, p. 31. 

188 In December 1916, and in February and March 1917, the Bank Rates 
were tending to become effective. See Third Annual Report of the Federal 
Reserve Board, p. 202. 

189 Fourth Annual Report of the Federal Reserve Board, p. 131. Fed- 
eral Reserve Bulletin, 1917, p. 335. 
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tremendous increase which had occurred in the loans, discount 
and investments of the 30,000 odd commercial banks. The Re- 
serve Banks cannot be held accountable for the pre-war rise of 
prices 1°° in America any more than the Bank of England was 
responsible for the rise in prices which took place in the United 
Kingdom from 1896 to 1914. For restricting their investment 
operations to a point just sufficient to meet their expenses, the 
Reserve Banks deserve much praise.’®' To have increased them 
in order to have realized larger profits would have tended to 
raise the price level proportionately. 


190 While the establishment of the gold settlement fund by the Reserve 
Banks did tend to raise prices, in all probability its effect was a negligible 
one relative to the effect of the inflow of gold and the release of the reserve 
funds. 

191 In regard to this, Mr. A. C. Miller, a member of the Federal Reserve 
Board, has stated: “I am afraid that the great influence exerted by the 
Federal Reserve banks in steadying the movement and level of rates is 
not generally appreciated at its full value and significance. The wise 
policy of conservatism and self-restraint which has been pursued by the 
Reserve banks as a whole has been given to the movement. of industrial 
expansion which has been under way for the past year, taking the country 
by and large, a quality of health and solidity that it would almost cer- 
tainly not otherwise have possessed. ...It has, so far as its situation 
permitted, created an atmosphere conducive to healthy expansion, and 
has used such influences as it could command to temper the spirit of 
eas Adventure and prevent it from becoming a menace to the country’s 
welfare.’ 


CHAPTER VI 


WAR FINANCING 


Importance of the Fiscal Services of Central Reserve 
Banks. It is unfortunate but true that during a war which ab- 
sorbs the entire activities of a nation, the discount and credit 
policies of central reserve banks become subordinated to their 
fiscal functions. At such a time central banks are usually required 
to transfer and disburse vast sums of money, to assist in collecting 
the revenue and in selling obligations for the government, and, if 
the condition of the Treasury should require, to make direct credit 
advances to their respective governments. In fact, the usual 
reason for establishing central banks has been the need of war- 
ring nations for agencies which might render such services. 
\ The fiscal functions of central banks therefore attained importance 
first and antedated the many other services which they now render 
and which in times of peace are considered to be of greater signi- 
ficance.t The Bank of England, for instance, was established in 
1694 in consequence of the financial straits to which the Govern- 
ment of William and Mary had been reduced in its struggles with 
Louis XIV. Alexander Hamilton recommended the establish- 
ment of the First United States Bank because it would assist 
the Government, so he claimed, in obtaining pecuniary aid, in 
collecting taxes, and in strengthening the public credit.” That 
the Bank did accomplish all this and more, is attested by Galla- 
tin.? The establishment of the Second United States Bank was 
urged by Secretary of the Treasury Dallas as a result of the war 
of 1812, on the ground that it would be of incalculable service in 
restoring the then depreciated bank notes to a specie parity, in 
strengthening the credit of the nation, and in acting as fiscal 
agent of the Government.* Even the National Banking System 

1 See Raphael-Georges Lévy, Le Role des Banques D’Emission Dans La 
Guerre Actuelle, 

2See American State Papers, Finance, Vol. I., pp. 67-76. 

3 Gallatin’s report was communicated to the Senate on March 38, 1809. 
See American State Papers, Finance, Vol. I1., pp. 351-353. 

4This report was sent to the House of Representatives on October 18, 


1814. See American State Papers, Finance, Vol. II., pp. 866-869. 
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owes its origin, in part, to the belief of Secretary Chase that 
such a system would be of service in increasing the sale of Govern- 
ment bonds and in furnishing safe depositaries for public funds. 

At the time of the passage of the Federal Reserve Act, the 
Treasury Department faced no such serious financial problems 
as had confronted it in 1791, in 1816 and in 1863. Emphasis 
was consequently laid on the services which the Regional Banks 
might render in effecting monetary and banking reform. The 
fiscal services of the new banks, while considered,’ were thought 
of not so much as an entity in themselves, but rather as a part 
of the whole scheme of banking and currency reform. While 
their fiscal functions were not important at first, with the en- 
trance of America into the Great War they became the pivot 
about which all other activities of the Reserve Banks revolved. 
Because of this the present Chapter must deal largely with the 
problems of war finance to which the discount policies of the 
Reserve Bank were subordinated. 

War Financing and the Federal Reserve System. For 
some time before America entered the war, the Federal Reserve 
Banks had been acting as depositaries of public moneys, had been 
receiving funds from Government collectors of customs and in- 
ternal revenue, and had been paying warrants drawn on the 
Treasury and cashing United States bond coupons. These duties 
had been assumed on January 1, 1916, in accordance with a 
letter addressed to each of the Reserve Banks by Secretary 
McAdoo on November 23, 1915, informing them of his intention 
to appoint them depositaries and fiscal agents of the Government 
under the permissive powers of Section 15 of the Act. <A 
little more than a month after America entered the war, on May 
14, 1917, the Secretary of the Treasury designated the Reserve 

5 See Changes in the Banking and Currency System of the United States. 
House of Representatives Report No. 69, 63rd Congress, ist Session, p. 11. 

6 Federal Reserve Bulletin, 1915, p. 395. 

The Glass Bill by Section 16 would have required the Secretary of the 
Treasury to deposit all money held in the general fund of the Treasury, 
except the five per centum fund for the redemption of national bank 
notes, with the Reserve Banks within twelve months after the passage of 
the Act. In the Senate Bill this was amended go that the Secretary of 
the Treasury might use his discretion in depositing such funds with the 
Reserve Banks, or with legal depositaries or with the sub-treasuries. 
The final Act followed the Senate Bill. Had the provisions in the Glass 
Bill stood, the Sub-Treasuries would probably have been abolished within 
a year after the passage of the Reserve Act. It was not until May 29, 


1920, that an act was finally enacted which provided for the discontinuance 
of the sub-treasuries on or before July 1, 1921. 
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Banks fiscal agents for loan subscriptions.’ Their responsibil- 
ities’ and duties were gradually enlarged to include the sale and 
redemption of certificates of indebtedness; the sale of Liberty 
bonds; the payment of coupons thereon; the conversion of the 
bonds of one issue into those of another; the exchange of bonds 
of different denominations; the administration of deposits of the 
United States Government in depositary banks resulting from 
the sale of certificates of indebtedness and bonds; the examina- 
tion, approval and custody of securities pledged as collateral 
"against Government deposits held by the depositary banks; and 
the sale of war-savings stamps and thrift stamps. 

The Federal Reserve Banks Prepare for War. Though it - 
was not until in May of 1917 that the Reserve Banks were au- 
thorized to receive loan subscriptions, the entrance of America 
into the war had not caught them unawares. For several months 
they had quietly been strengthening their fiancial position. 
Their earning assets had been reduced from $221,896,000 at 
the beginning of 1917 to $167,994,000 in April. The percent- 
age of gold reserves had increased in the same period from 82.1% 
to 89%.° At the declaration of war their assets were in a highly 
liquid condition.‘° There was little in the way of preparation 
still to be accomplished. Indeed, so carefully had the officials of 
the System prepared for the coming struggle, that during the 
first quarter of 1917 they had placed orders with the Bureau of 
Engraving and Printing for $900,000,000 of Federal Reserve 
notes to be distributed to the mints and sub-treasuries through- 
out the country.14 Their actions throughout the first quarter of 
1917 -afford a good illustration of the extent to which they co- 
operated with the war policies of the Government; in fact, 
throughout the entire war they gave unstinting aid, even when 
well-recognized principles of economics and finance had to be 
suspended to do so.'? 

7 Federal Reserve Bulletin, 1917, p. 423. For a discussion of the fiscal 
functions of the Reserve Banks, see Chapman, Fiscal Functions of the 
Federal Reserve Banks. 

8 Federal Reserve Bulletin, 1917, p. 335. 

9 [bid., 1918, p. 130. 

10 As the excess reserve of national banks amounted to over a billion 
dollars, they also were in an excellent position to aid government financing. 
Annual Report of the Comptroller of the Currency, 1917, Vol. I, p. 46. 

11 Federal Reserve Bulletin, 1917, p. 835 and Fourth Annual Report of 
the Federal Reserve Board, p. 2. 

12See Seventh Annual Report of the Federal Reserve Board, p. 11. 
and Finance Report, 1917, p. 22. 
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—The Impounding of Gold. From the outbreak of the war 
each one of the belligerent nations endeavored by every possible 
means to increase and conserve its monetary stock of gold. 
The larger the gold reserves of central banks, so finance minis- 
ters argued, the greater would be the expansibility of the banking 
system and the ability of the nation to finance foreign purchases. 
In 1914 the gold reserves of the Reichsbank amounted to 1253 
million marks. ‘To increase and conserve this amount the Ger- 
man government deposited !n the Reichsbank the go!d in the war 
chest accumulated since the Franco-Prussian war, prohibited 
gold exports, and launched a campaign to induce citizens to re- 
linquish their gold.1® As a result of these measures, the gold 
stock gradually increased until on May 31, 1917, it reached a 
maximum figure of 2,567,100,000 marks.’* During the fall of 
1914 and through 1915, the Bank of France increased its gold 
reserve from 4,766,700,000 francs to 5,867,400,000 francs 
through deposits of gold on the part of the public and through 
purchases of gold abroad.'!® Exports were allowed only with 
the permission of the Government. During the war France found 
it necessary to export 3,000,000,000 francs of gold, most of 
which went to England and America.’® In England the public 
and joint-stock banks were induced to turn over their gold hold- 
ings to the Bank of England, receiving its notes in return. The 
gold coin and bullion in the issue department increased from 
£26,041,070 on August 7, 1914, to £73,878,075 on November 13, 
£918.07 

The United States, influenced, as were the European nations, 
by Mercantilist ideas regarding the value of gold, followed 
similar policies in impounding gold and in increasing and con- 
serving the amount in the Reserve Banks, all of which had con- 
siderable influence on the discount policies of the Regional Banks. 
The measures adopted in the United States were: 


1) The Reserve Act was amended in order to lower the reserves held 


13 Federal Reserve Bulletin, 1919, p. 430. 

14 Ibid., p. 483. 

15 Annuaire Statistique, Statistique Générale de la France, 1914 et 1915, 
pp. 240-241, 

16 Federal Reserve Bulletin, 1919, p. 338. 

17The Hconomist (London) August 8, 1914, p. 289 and November 16 
1918, p. 692. It has been estimated that gold coins to the extent of 600 
millions of dollars were in circulation in England in 1914. (Commerce 
Monthly, October 1921, p. 7) : 
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by the member banks and to provide that they be carried exclu- 
sively with the Reserve Banks. 

2) State banks were encouraged to join, or to keep their reserves 
with, the Reserve Banks. 

3) Gold held by the public and by banks was taken by the Reserve 
Banks in exchange for Federal Reserve notes. 

4) Exports of gold and silver and dealings in foreign exchange 
were brought under strict control. The domestic use of gold was 
discouraged. 


A consideration of these measures is of importance to a proper 
understanding of the war discount and credit policies of the 
Reserve Banks, since they were instituted either with the idea of 
loosening up credit, of keeping interest rates low or of promoting 
inflation. 

Lowering and Changing the Character of the Reserve -~ 
Requirements.'* By amendments passed on June 21, 1917, the 
reserves required to be held by member banks were lowered to 
the following percentages which were to be maintained as deposit 
accounts with the Reserve Banks. 


Central Reserve 4 Country 
Cities Reserve Cities Tita 
Net Demand 
Deposits 13 10 i 
(Payable 
‘within 
30 days) 
Time De- 
posits 3 3 3 


Prior to this amendment, it will be remembered, member banks 
had kept a portion of their required reserves with the Reserve 
Banks, a portion in their own vaults, and a portion with their 
correspondents. Henceforth, however, only the realized deposit 

18 The reserve requirements were lowered in addition to the manner de- 
seribed in this section in still another way in that the Board was em- 
powered to lower the reserve requirements of member banks in sections 
incorporated into large cities. See Congressional Record, April 24, 1918, 
p. 5579. 
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accounts of the member banks with the Reserve Banks were to 
count as lawful reserve. This amendment had been foreshadowed 
to some extent by the amendment of September 7, 1916, which 
authorized the Federal Reserve Board, upon the affirmative vote 
of not less than five members, to permit member banks to carry 
with the Reserve Banks any portion of their reserves then re- 
quired to be held in their own vaults.'® Ais the member banks 
failed to respond,?° they were compelled to transfer their re-_ 
serves to the Reserve Banks by the amendment of June 21, 1917. 
The member banks in central reserve cities and Federal Reserve 
cities were forced-to comply with this amendment immediately, 
elsewhere they were given until July 15, 1917.?* 

Purpose of the Changes in the Reserve Requirements. 
Carter Glass, Chairman of the House Committee on Banking and 
Currency, stated ?? that the primary purpose of the proposed 
change was to increase the gold holdings of the Reserve Banks, 
in order that the System might better withstand any exigency 
ensuing from conditions arising out of the European war. The 
amendment would add, he thought, approximately $300,000,000 
in gold to the present holdings of the Reserve Banks, and would 
leave to the business judgment and discretion of the member banks 
the determination of the amount of currency they should carry 
in their own vaults. As anticipated, this amendment did bring 
about a greater concentration of the gold stock of the country 
in the vaults of the Reserve Banks. On January 1, 1917, the 
monetary gold stock of the country amounted to $2,864,842,000 


19 See Federal Reserve Bulletin, 1916, p. 508 and Seventh Annual Re- 
port of the Federal Reserve Board, p. 316. 

20 Professor Westerfield declares that the member banks were reluctant 
to do this for two reasons; first, they disliked relinquishing their gold; and 
second, they feared that to increase the resources of the Reserve Banks 
would make them more formidable competitors in the open market. West- 
erfield, Reserve Situation in the Federal Reserve System, pp. 516-517. 

21 Federal Reserve Bulletin, 1917, p. 508. 

The Federal Advisory Council, following the Aldrich plan, had sug- 
gested in lieu of this amendment and as a method of concentrating gold 
in the Reserve Banks that member banks be allowed to earry their vault 
reserve in the form of Federal Reserve notes. (Fifth Annual Report of the 
Federal Reserve Board, p. 788). This would have meant the substitution 
of paper money which might have behind it a gold reserve as low as 40% 
for gold coin, bullion, gold certificates and lawful money in the vaults of 
the member banks. This would not have been as frank a proceeding as 
was actually followed. 

22 Amendments to Federal Reserve Act. House of Representatives Re- 


port No. 35, 65th Congress, first Session. This report was submitt 
April 27, 1917. a 
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of which 25.7% was held by the Reserve Banks, while on January 
1, 1918, the monetary stock of gold amounted to $3,040,439,000 
Be which 55.1% was held by them.2? 

With the gold concentrated in the vaults of the Regional Banks 
it was recognized that the banking system would be capable of 
greater expansibility in connection with the loan operations of 
the war. Secretary McAdoo, in a letter to Carter Glass, em- 
phasized this point: 


... the President approved yesterday the bill unanimously 
passed by both Houses of the Congress authorizing an issue of five 
billion dollars of bonds and two billion dollars of one-year certifi- 
cates of indebtedness. . . . The financial operations thus authorized 
are without parallel in the history of the country, and they, as well 
as the conditions arising out of the war which has been thrust upon 
us, must be met with vigor, energy, and organization. . . . We have 
the resources and the spirit to master the great tasks ahead of us, 
but without proper organization the potentiality of our resources 
is culpably diminished. . . . One thing of immediate and pressing 
importance is to further strengthen the Federal Reserve System so 
that the colossal financial operations of the Government may be 
facilitated and the commercial interests of the country be undis- 
turbed. The amendments to the Federal Reserve Act, unanimously 
recommended by the Federal Reserve Board, are of infinite im- 
portance at this time. They have been carefully considered with 
relation to present problems and to those which must arise out of 
the conduct of the war, and the entire board is impressed with the 
imperative necessity of strengthening the Federal Reserve System 
in the manner proposed, in order that there may be no doubt about 


its ability to meet any test the future may impose upon it.** 


Debate in Congress on the Amendment. Carter Glass, in 
his address before the House explaining the purpose of the amend- 


ments, likewise dwelt upon the increased expansibility of the bank- 
ing system which such amendments would bring about. 


I think, upon the basis of reserve balances at this time, the pro- 
posed change would give the Federal reserve banks an additional 
gold supply of about $400,000,000, without appreciably disturbing 


23 Hearing before the Joint Commission of Agricultural Inquiry, 67th 


Congress, 1st Session, Part 13, p. 521. ; 
24 Amendments to Federal Reserve Act. House of Representatives Re- 


port No, 385, 65th Congress, 1st Session, p. 4. 
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the reserve requirements of the member banks. In brief, that would 
mean that the Federal reserve banking system would be enabled to 
rediscount about $1,000,000,000 more of commercial paper than 
they could rediscount under the law as it exists today.”° 


In answer to a query Mr. Glass stated that the bill had met with 
no opposition, that not a single protest had come from any 
bank, that it was approved by the Federal Reserve Board, the 
Federal Advisory Council, and by the Banking and Currency 
Committees of both Houses of Congress.”® On the whole the 
debate on the amendment in the House centered about petty 
technicalities and matters of trifling importance. The only one 
to emphasize the inflationary aspects of the bill was Mr. Hill of 
Connecticut. In reply to his forebodings, a member of the Bank- 
ing and Currency Committee replied: 


The Gentleman from Connecticut [Mr. Hill] also said that pro- 
vided for an inflation. Well, potentially, it does; it provides for a 
further mobilization of gold upon which credit can be issued, but 
the Federal reserve banks are exceedingly conservatively managed; 
their rediscount rates are so high now that they do not attract 
business; they have wisely made no effort whatever to attract busi- 
ness; they are holding their reserve for an emergency. That 
is what they were created for. They are loaning only money where 
it is needed to banks, but they are not seeking to compete with the 
open-market money rates for call or time loans in our financial cen- 
ters. A bank in the East which owns bonds, for instance, can take 
its bonds to the National City Bank of New York, or to one of the 
other large banks there, and can borrow money from them at a 
lower rate than it can generally obtain of the Federal reserve bank, 
and that, I think, is as it should be. It shows that the Federal 
reserve banks can be trusted with the greater power this measure 
will afford them for handling any emergency that may arise dur- 
ing the war.”* 


Aside from this discussion the inflationary possibilities of the 
measure were scarcely discussed and when mentioned were 
minimized. Mr. McFadden felt that the reduction in the reserves 
held by member banks in country towns against demand deposits 
had not been sufficient and offered an amendment to reduce their 

28 Congressional Record, Vol. 55, p. 1876. 

26 [bid., p. 1579. ; 

27 Tbid., p. 1874. Representative Edmund Platt, 


WAR FINANCING OBY 


reserve requirements to 6%." Mr. Wingo argued that a con- 
centration of gold in the vaults of the Reserve Banks was essential 
to give them greater control over its probable outflow at the 
termination of hostilities.*® The debate in the Senate ignored all 
fundamental issues and concerned itself with par-collection. 

Expansibility of the Banking System. As an illustration 
of the quantitative difference in the expansibility °° of the bank- 
ing system before the amendments of June 21, 1917, and after 
their adoption, the following examples are inserted. We will 
confine our problem to the expansibility of member banks in 
New York City and of their Reserve Bank. Let us assume that 
member banks in New York City have demand deposits amounting 
to two billions of dollars and that the Reserve Bank has deposits 
amounting to one billion of dollars, has 500 millions of Federal Re- 
serve notes outstanding, and has a gold stock amounting to a 
billion. 

Expansibility Prior to the Amendments of June 21, 1917: 


Under the original Federal Reserve Act, it will be remembered, 
member banks in New York were required to hold a reserve of 
18% against demand deposits, %g of which were to be held in their 
own vaults, ™4g with the Reserve Bank, and the balance, 8, with 
either. . 

Let us assume that the member banks maintain 1% of the reserves 
required against their demand deposits in their own vaults and % 
with the Reserve Banks. 

Let us assume further that for every increase of $5 in the demand 
deposits of member banks, there is an increase amounting to $1 in 
the amount of Federal Reserve notes outstanding.** 

Against $5 of demand deposits, a reserve of 18%, or 90 cents, 
must be maintained. Of this, according to our hypothesis 45 cents is 


28 Congressional Record, Vol. 55, p. 1876. 

29 Tbid., p. 1883. 

30 We are considering here the maximum expansibility of the banking 
system and not the expansibility of a single bank. Generally speaking 
there are really two theories which attempt to explain the expansibility 
of credit. One explains credit expansions by increased quantities of gold 
(See Fisher, he Purchasing Power of Money). The second explains the 
growth of credit by increases in the amount of vendible goods: (See 
Hobson, Gold, Prices and Wages). Neither theory holds in time of war. 
Specie payments are suspended in whole or in part and banks extend credit 
not on the basis of actual commercial transactions to business men in a 
satisfactory credit condition but largely on the basis of government. bonds. 


31 See p. 135, note $10. 
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held in the vaults of the member banks, and 45 cents is held with 
the Reserve Bank. 

Against a deposit account of 45 cents, the Reserve Bank must 
maintain a 35% reserve, or a reserve of 15.75 cents. 

For every $5 of new demand deposits, therefore, a gold reserve 
of 60.75 cents must be maintained, a part with the Reserve Bank 
and a part in the vaults of the member banks. This means that as 
demand deposits increase, the member banks, assuming that they 
have no excess gold in their own vaults, will be forced to increase 
their stock of gold by drawing gold from the Reserve Bank. 

Against each $1 of Federal Reserve notes issued, a reserve of 
40 cents in gold must be maintained. 

To determine the maximum expansibility of the banks in this 
example, the excess gold reserves of the Reserve Bank of New 
York must be divided into two parts so that their ratio will be as 
60.75 is to 40. The first part is to be the gold upon which in- 
creased deposit credits are to be erected, which will be kept partly 
with the Reserve Bank and partly with the member banks in the 
proportion of 45 to 15.75, and the second part is to be the basis 
upon which increased issues of Federal Reserve notes are to be 
erected. : 

Laying aside a gold reserve of 200 millions of dollars against its 
notes and of 350 millions against its deposits, the New York Federal 
Reserve Bank will have excess gold reserves amounting to 450 
millions. 

Dividing this sum into two parts so that their ratio will be as 
60.75 is to 40, we find that the two parts will amount in round 
numbers to 270 millions and to 180 millions. 

The first part, 270 millions, is the gold upon which the in- 
creased deposit credits are to be erected. As explained above, this 
will be kept partly with the member banks and partly with the 
Reserve Bank in the proportion of 45 to 15.75, i.e. 200 millions 
will be held by the member banks and 70 millions by the reserve 
Banks: Upon the basis of the 200 millions held by them, member 
banks could expand their deposits by 1111 millions. The seventy 
millions of dollars in gold held by the Reserve Banks form the basis 
of 200 millions of dollars of member bank deposits with the Reserve 
Banks upon which member banks might expand their deposit credits 
by an additional 1111 millions. The deposits of member banks, 
therefore, could expand by 2222 millions. 

On the basis of the 180 millions, Federal Reserve notes might 
expand by 450 millions. 
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These two figures, 2222 millions and 450 millions, are to each 
other approximately as 5 is to 1, one of the conditions of the 
problem. 

Including both notes and deposits, the banking system has ex- 
panded by 2672 millions on the basis of 450 millions of free gold 
in the Reserve Bank. In the course of this expansion the Reserve 
Bank would have lost 200 millions in gold, withdrawn by the 
member banks to maintain their vault reserve against their deposits, 
so that its gold stock would have declined from one billion to 800 
millions. At the end of the operation the Reserve Bank would 
have 950 millions of Reserve notes outstanding, 1200 millions of 
deposits and 800 millions in gold, or a reserve of 37.2% against 
these liabilities.** 


Expansibility after the Passage of the 1917 Amendments: 


Let us now compute the expansibility of these same banks, with 
the assets and liabilities as given above, after the adoption of the 
1917 amendments, assuming as we did before that for every increase 
of $5 in demand deposits there is an increase of $1 in Federal 
Reserve notes. 

Against $5 of demand deposits the member banks must maintain 
a reserve amounting to 13%, or 65 cents, as a deposit account 
with the Reserve Bank. Against a deposit account of 65 cents, 
the Reserve Bank would have to maintain a reserve equal to 35% 
or amounting in this case to 22.75 cents. 

Against each $1 of Federal Reserve notes issued, the Reserve 
Bank would have to maintain a reserve in gold amounting to 
40 cents. 

Our problem then becomes one of dividing the excess reserves of 
the Federal Reserve bank, 450 millions, into two parts so that their 
ratio shall be as 40 is to 22.75. 

The two parts in round numbers will be 287 millions and 163 
millions. - 
32In this problem we assume that the Reserve Bank’s reserve against 

its deposits is maintained wholly in the form of gold, whereas it may 
be maintained in the form of gold or lawful money, and we assume that 
as the demand deposits of member banks increase, they will replenish their 
vault reserves. by drawing gold from the Reserve System whereas 
they might have had excess reserves or might have imported gold from 


abroad. 
For a discussion of the expansibility of the Federal Reserve System, see 
Monthly Review of the Federal Reserve Bank of New York, September 


1921, p. 12. 
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The first part is to be used as a basis for 717.5 millions of 
notes. The second part, 163 millions, is to be used as the base 
upon which deposit credits are to be erected. On this the Reserve 
Banks could increase their own deposit liabilities by 466 millions, 
on the basis of which member banks could increase their deposit 
liabilities by 3580 millions. Add to this 717.5 millions of Reserve 
notes and the total is 4297.5 millions. 


Before the passage of the 1917 amendments the banks in the 
example we have selected could expand, at the maximum, by 
2672 millions, while after the enactment of the amendments they 
might expand by 4297.5 millions. In our problem we have not 
taken account of the fact that after the passage of the amend- 
ment the member banks would have to carry some till money, 
mostly in the form of Reserve notes, amounting to perhaps 3% 
of their demand deposits. There can be no question but that 
the expansibility of the American banking system was greatly 
}\inereased by the 1917 amendments, perhaps by as much as 
50% .33 

The reduction brought about through this change was alto- 
gether excessive. The member banks lost all responsibility for 


conserving the gold supply of the nation, maintaining specie’ 


payments, and controlling credit expansions since they no longer 
held any portion of their reserves in their own vaults. The 
result of this was to make them less disposed to check over= 
extensions of credit, and to make them feel that the onus rested 
entirely on the Federal Reserve System. The amendment should 
never have been enacted and certainly should now be repealed, 
since the war emergency which gave rise to it has long since 
passed. The situation would be greatly remedied if the Act 
were altered to require member banks to hold one-half of their 
present reserve requirements in their own vaults and to keep the 
other half with the Reserve Banks. This change would lower 
the potential expansibility of the banking system and would 
make the gold reserve of the Reserve Banks more responsive to 
| fluctuations in deposit credits, for an increase in the deposits of 
_the member banks would lead to a drain of gold. The gold re- 
sources of the Reserve Banks would still be sufficiently large to 
enable them to exercise control over credit expansions, to engage 
in open-market operations, to enter into foreign exchange trans- 


83 Contrary to the idea commonly held at the time the ability of a bank- 


ing system to expand is no indication of its real strength. See Federal 
Reserve Bulletin, 1917, p. 581. 
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actions, and to make mobile commercial banking funds through- 
out the country. 

Efforts Made to Induce State Banks to Join the Fed- 
eral Reserve System. Upon the entrance of America into the 
war, the Reserve Board and the Regional] Banks entered upon a 
vigorous campaign to induce state banks to join the System. 
The object of the campaign was really two-fold; first, the officials 
of the Reserve System realized that a growth in the membership of 
state banks would increase its gold holdings, and second, state 
banks as members would have privileges of discounting and bor- 
rowing from the Reserve Banks, which would assist in loosening 
up credit and in assuring the success of the Liberty bond flota- 
tions. State banks were themselves showing a greater interest 
in the question of membership, were looking at it “with a serious- 
ness that they otherwise perhaps would not have felt.” ** Many 
concluded that as the war progressed membership would be very 
advantageous and that they would have greater and greater 
need of the Reserve System. 

Less than fifty state banks belonged to the Federal Reserve 
System at the time America entered the war. This, the Federal 
Reserve Bulletin declared, was the weak point in the financial 
preparation of the country for the coming conflict.*° The ad- 
vantages of membership had not appeared real to state bankers.°° 
Reliance on the Federal Reserve System they felt was unnecessary, 
in view of the ease of the money market and the low interest 
rates prevailing during 1915 and 1916.°7 Should they be forced 
to borrow they could secure funds on more liberal terms from 
their. city correspondents. The feeling was prevalent among 
many state banks, whether justified or not, that they would have 
little paper eligible for rediscount. The Reserve Banks paid no 
interest on bankers’ balances, while city correspondents generally 
paid 2%. The dividends borne by Federal Reserve Bank stock, 
even if fully paid, seemed quite low to many state bankers who 
could invest their funds at a higher yield. State banks wanted 
assurance that they might with ease withdraw from the System. 


34 Federal Reserve Bulletin, 1917, p. 429. 

35 Thid., p. 335. 

36 For a discussion of the relationship of state banks to the Federal 
Reserve System, see Reed, The Development of Federal Reserve Policy, 
Chapter III; and Tippetts, State Banks and the Federal Reserve System. 
a thesis in preparation at Princeton University under the direction of 
Professor Kemmerer. 

37 Federal Reserve Bulletin, 1917, pp. 335-336. 
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Few understood the purpose and functions of the Reserve System 
and many had doubts of its success. 

To allay their fears membership was made more attractive to 
state banks by the passage of amendments to the Reserve Act 
on June 21, 1917, which were really an enactment of certain 
previous regulations of the Board.** State banks desiring to 
withdraw from the System were permitted to do so after a six 
months’ written notice had been filed with the Reserve Board and 
upon the surrender and cancellation of all of their holdings of 
Federal Reserve Bank stock. State Banks were also assured 
that they would retain their full charter and statutory rights 
subject to the provisions of the Reserve Act and the regulations 
of the Board. : 

With the passage of these amendments the time seemed 
opportune to carry on even more intensively the campaign of 
inducing state banks to join and appeal was made to their feel- 
ings of patriotism. On October 18, 1917, Woodrow Wilson 
issued a statement through the Federal Reserve Board urging 
state banks cligible for membership to join so that the banking 
strength of America might be concentrated and the gold resources 
consolidated with the Reserve System.?® “The extent to which 
our country can withstand the financial strains for which we must 
be prepared,” Wilson declared, “will depend very largely upon 
the strength and staying power of the Federal Reserve Banks.” 
Coéperation with, and membership in, the System, he concluded, | 
is a distinct and significant evidence of patriotism. Through 
the last half of 1917 and through 1918, the Federal Reserve 
Bulletin was filled with articles dwelling on the advantages of 
membership from the point of view of state banks, with speeches 
delivered by men prominent in banking circles urging state banks 
to join, and with communications from member state banks 
giving the reasons for their joining and the advantages accruing 
therefrom. 

This drive on the part of the officials of the System met with 
considerable success. The growth in the membership of state 
banks is given in the following table: 4° 


88 Fourth Annual Report of the Federal Reserve Board, p. 18. The 


amendment may be found in the Federal Reserve Bulletin, 1917, pp. 511- 
518. 


89 Wilson’s statement may be found in the Federal Reserve Bulletin, 
1917, pp. 827-828. 


40 Sources: Federal Reserve Bulletin, 1918, p. 965. 
Fourth Annual Report of the Federal Reserve Board, p. 14. 
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Date Number Resources 
June 21, 1917 53 $ 825,000,000 
End of August, 1917 Hie. 1,178,795,000 
End of October, 1917 Vz 3,083,853,000 
December 31, 1917 250 5,013,885,000 
End of February, 1918 343 5,327,110,000 
May 10, 1918 449 5,938,746,000 
September 1, 1918 713 6,575,800,000 
November 1, 1918 847 7,144,076,000 
January 1, 1919 936 7,338,813,000 


By January 1, 1919, 936 state banks had become members, or 
about 11% of the state banks reported as eligible for member- 
ship #4 had joined. These were, however, the larger and more im- 
portant of the banks, and their resources amounted to over 
seven billions, or equal to 54% of the resources of all the eligible 
state banks. 

Impounding the Gold of Non-Member State Banks. Since 
all state banks were not eligible for membership in the Sys- 
tem, and since some that were eligible were still unwilling to 
join, other methods had to be employed to effect a transference 
of their gold holdings to the vaults of the Reserve Banks. In 
the first place, the Legislatures of six states were persuaded to 
modify their banking acts to permit state banks to keep a part 
or the whole of their required reserve as balances with the 
Reserve Banks, or in the form of Eederal Reserve notes in their 
own vaults. These six states were *? Connecticut, Massachusetts, 
New Mexico, New York,‘ Vermont and Virginia. In addition, 
the Banking Commissioner of Wisconsin had signified his willing- 

Fifth Annual Report of the Federal Reserve Board, pp. 
26-27, and correspondence with Federal Reserve Board. 

41 Some 8500 state banks and trust companies were considered eligible 
for membership. : 

Fifth Annual Report of the Federal Reserve Board, p. 25. 

42 Federal Reserve Bulletin, 1917, pp. 768-795. 

43'The Federal Reserve Bank of New York on August 10, 1917, sent out 
a circular letter to the non-member banks in New York state requesting 
that they keep the part of their reserve allowed by law with the Reserve 
Bank and that as they received gold or gold certificates over the counter 
they should send these to the Reserve Bank and receive Reserve notes in 
exchange. (The Commercial and Financial Chronicle, August 1917, pp. 
760-761). 
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ness to approve of the Federal Reserve Bank of Chicago as a legal 
depositary. Eight states, California, Connecticut, Massachusetts, 
Minnesota, Missouri, New Hampshire, New York, and Pennsyl- 
vania expressly permitted some or all of the state banks to carry 
a part or the whole of their vault reserve in the form of Federal 
Reserve notes.44 In order to encourage non-member banks to 
keep accounts with the Reserve Banks, Section 13 was amended 
on June 21, 1917, to authorize the Reserve Banks, solely for the 
purposes of collection or exchange, to receive deposits of cur- 
rency, checks, drafts and maturing notes and bills from any 
non-member bank which maintained with the Reserve Bank a 
balance sufficient to offset the items in transit held for its account 
by the Reserve Bank.*® Whether a non-member bank kept its 
required reserve with a Reserve Bank or kept it in the form of 
Federal Reserve notes in its own vault, made no difference, so far 
as increasing the gold holdings of the Reserve Banks was con- 
cerned. 

Impounding the Gold in Circulation. The measures de- 
scribed so far, 1.e., forcing member banks to maintain their 
entire reserve with the Reserve Banks, encouraging state banks 
to join, holding the reserves of non-member state banks, inducing 
states to allow banks to keep part or all of their vault reserve 
in the form of Reserve notes, receiving clearance accounts from 
state banks, all had for their purpose the transferring of gold 


from commercial banks to the vaults of the Reserve Banks and 


thereby making easier the way of inflation. These measures, 
however, were not sufficient in themselves to draw the whole 
monetary stock of gold into the Reserve Banks or to conserve 
that which might become impounded in their vaults. Over a 
billion dollars in gold and gold certificates were in circulation. 
This had to be impounded. In order to sweep in the gold and 
gold certificates in circulation and to enable the Reserve Banks to 
retain all of the gold impounded, changes were made in the pro- 
visions governing the issue of Reserve notes. Heretofore, a 
Federal Reserve Bank desiring Reserve notes had to turn over to 
its Reserve Agent collateral security equal in amount to the notes 
applied for. The collateral might consist of drafts, bills of 


44 Such permission was provocative of inflation to the extent that Federal 
Reserve notes with a 40% gold reserve were substituted for gold, gold 
coin or gold certificates. See testimony of Governor Strong of the Federal 
Reserve Bank of New York, Hearing before the Joint Commission of Ag- 
ricultural Inquiry, 67th Congress, 1st Session, part Ls Desks 

45 Federal Reserve Bulletin, 1917, pp. 513-514. 
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exchange or acceptances (excluding the fifteen-day collateral 
notes) rediscounted under the provisions of Section 13, or bills 
of exchange endorsed by a member bank and purchased under the 
provisons of Section 14. As the Reserve Banks circulated these 
notes, they were required to set aside a reserve in gold amount- 
ing to 40% of the notes paid out. Against issues of Federal 
Reserve notes, therefore, a reserve of 140% was required. It is 
important to note with regard to these provisions that Federal 
Reserve notes could not be issued against gold and gold certif- 
icates *® and could be issued directly against commercial paper 
alone. Consequently, had the Reserve Banks followed the spirit 
of the Act prior to June, 1917, the expansibility of Federal Re- 
serve notes would have depended upon the amount of commercial 
paper in their portfolios. It was apparent that there would not 
be sufficient eligible paper to permit. Federal Reserve notes to 
expand in proportion to the increase of bank deposits resulting 
from war financing. The increases which were about to take 
place in the deposits of commercial banks would arise not from 
a growth in their holdings of commercial paper but from the addi- 
tion of great quantities of war paper to their portfolios. The 
amount of commercial paper, therefore, against which Reserve 
notes might be issued would become proportionately smaller at 
the very time that deposit currency and the need for money 
would be increasing. The provisions of the Act, therefore, had 
to be changed to allow the issue of Reserve notes against the 
notes of member banks or their customers, collateraled by 
government obligations. Unless this were done gold or gold 
certificates would be withdrawn from the Reserve Banks to meet 
the currency requirements arising from expanding bank deposits 
and the System’s efforts in impounding the gold stock of the 
country would be defeated. The Act was altered, therefore, to 
allow the Reserve Agents to issue Reserve notes against: 


1) Gold and gold certificates. 
2) Notes, drafts, and bills of exchange or acceptances, acquired 


46 Federal Reserve Banks before June 21, 1917, did in an indirect manner, 
explained in a previous Chapter (p. 189, note #40.), issue Reserve notes 
against gold. In doing this they violated the spirit if not the letter of the 
Act. As a result of this action on the part of the Reserve Banks, the 
Agents of the twelve Banks held on April 5-6, 1917, $378,450,000 in gold 
against $400,698,000 of notes issued by them. The Federal Reserve note at 
that time was virtually a gold certificate. (Federal Reserve Bulletin, 


1917, p. 418). 
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under the provisions of Section thirteen of the Act, including the 
fifteen-day collateral notes of member banks. 

3) Bills of exchange indorsed by a member bank and purchased 
under the provisions of Section fourteen of the Act and banker’s 
acceptances purchased under the provisions of the same section. 


Since the gold acquired by the Agent was to count as part of the 
reserve against notes, this amendment lowered the reserve require- 
ment from 140 to 100%. Professor Sprague has estimated that 
these provisions enabled the Reserve Banks to sweep from 500 
to 750 millions of dollars of gold or gold certificates into their 
vaults.47 What is of greater significance, however, is the fact 
that the amendment enabled the Reserve Banks to retain the gold 
which they had acquired. They were not forced to pay out gold, 
as the monetary demand increased, but could retain their gold 
stock and pay out Reserve notes. Despite the tremendous im- 
portances of these changes, they received scant attention in the 
Congressional debates. 

Making a Place for Federal Reserve Notes. The Treasury 
Department immediately set about to make a “place” for in- 
creased issues of Reserve notes. Large Greenbacks were con- 
verted into denominations of $1, $2 and $5.48 On October 5, 
1917, an act *® was passed authorizing each national bank to 
issue not more than $25,000 of national bank notes in denomina- 


tions of $1 and $2, and to issue notes in denominations of $5 on’ 


the same basis as larger denominations. Federal Reserve notes 
were then issued to meet the need of currency of larger denomi- 
nations. 

The Reserve Board Approved of the Impounding of Gold. 
The Reserve Board, if we may judge from their official pronounce- 
ments, heartily endorsed all the measures taken to impound and 
conserve gold in the vaults of the Regional Banks. In the 
Federal Reserve Bulletin for August 1, 1918, the statement is 
made that “ever since the establishment of Federal Reserve Banks 
the Board has endeavored by every legitimate means to increase 
the aggregate gold holdings of the banks.”5° The Bulletin 

47 Sprague, The Discount Policy of the Federal Reserve Banks, p. 18. 

48 Federal Reserve Bulletin, 1917, p. 833. 

49 [bid., pp. 837-838. By the act of March 14, 1900, National Banks 


were permitted to circulate not more than 1% of their notes in denomina- 
tions of five dollars, 


50 P. 694. The Federal Advisory Council rubber stamped the policies of 


the Board in this particular. See Fifth Annual Report of the Federal 
Reserve Board, pp. 765-870, 
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added that while great quantities of gold and gold certificates 
had been transferred to the vaults of the Reserve Banks, large 
amounts were still outstanding which should be deposited with 
the System. The purpose of the Reserve Banks in desiring the 
impounding of gold, the Board declared, was perfectly clear, 
for “in proportion as the gold holdings of the Federal Reserve 
Banks are increased the ability of such banks to extend accom- 
modation to other banks or to issue notes is enlarged.” Like- 
wise, Governor Harding in 1918 stated that “for more than two 
years past the Federal Reserve Board has repeatedly and in- 
sistently urged that all gold coin in this country be transferred 
to the vaults of the Federal Reserve Banks.” *+ The Board in 
recommending the amendments of 1917 which served to do this 
very thing, labored under the same Mercantilist delusions as did 
the central banks of Europe in feeling that a nation’s success 
on the field of battle must be in direct proportion to the expan- 
sibility of its banking system. 

Efforts to conserve the stock of gold in the United States and 
to protect the nation’s supply proceeded so far as to discourage 
the use of gold as Christmas gifts,’* and even the use of gold 
counting machines lest they wear out the coins.®* The unwilling- 
ness of the Reserve Banks to pay out gold readily upon demand 
meant the abandonment of the gold standard in domestic trans- 
actions and would have resulted in a premium on gold if the war 

- had continued. In fact, a gold premium did appear in China- 
town in San Francisco. 

The Abandonment of the Gold Standard. Treasury 
officials were convinced of the necessity of preventing un- 
authorized exports of gold as a part of their policy of conserv- 
ing its supply. By a Presidential proclamation issued on 
September 7, 1917,°* under authority of the Espionage Act, an 

51 Harding, Maintaining and Strengthening the Nation’s Gold Reserve, 
. 565. 

z 52 Federal Reserve Bulletin, 1917, p. 931. Discouraging gold as Christ- 
mas gifts continued as late as the Christmas of 1921. : 

53 Federal Reserve Bulletin, 1917, p. 440. The Federal Reserve Bank 
of Chicago is accused of altogether refusing to pay out gold. (The Com- 
mercial and Financial Chronicle, February 1, 1919, p. 425.) The Chicago 
Bank seemingly took this action even though the Board had declared that 
the payment in gold of domestic obligations was not to be interfered with 
during time of war. (Federal Reserve Bulletin, 1917, p. 734.) 

54 This proclamation is printed in The Commercial and Financial Chron- 
icle, September 15, 1917, p. 1046. The members of the Federal Reserve 
Board were unanimously opposed to the imposition of the gold embargo, 
See Willis, The Federal Reserve System, p. 1248. 
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embargo effective September 10 was placed on exports of coin, 
bullion and currency. The embargo applied to all nations, both 
enemy and neutral, and its effect was to place absolute control 
over exports of coin, bullion and currency in the hands of the 
Secretary of the Treasury and the Federal Reserve Board. This 
proclamation supplemented the President’s general export em- 
bargo proclamation of August 27, 1917.°° In an executive order 
issued on the same date as the embargo proclamation, the 
President announced that the following regulations would govern 
applications for gold exports: °° 


1) Individuals, firms or corporations desiring to export coin, 
bullion or currency from the United States or from any of its ter- 
ritorial possessions to any of the foreign countries named in the 
proclamation must first file an application in triplicate with the 
Federal Reserve Bank of the district in which the individual, firm 
or corporation is located. The application must state the nature 
of the transaction, the amount involved, the parties directly and 
indirectly interested and such other information as the authorities 
might require. 

2) Each Federal Reserve Bank must keep a copy of each transac- 
tion and shall forward the original and a duplicate copy to the 
Federal Reserve Board with its recommendations. 

3) The Board, subject to the approval of the Secretary of the 
Treasury, was authorized to permit the exportation if it were com- 
patible with the public interest, otherwise to refuse it. 


Officials in Washington justified the embargo on several grounds. 
As a result of America’s entry into the war and her extension 
of huge credits to the Allies, an almost complete cessation of the 
inward flow of gold occurred. Coincident with the stoppage of 


55 This proclamation declared that the exportation of gold from the 
United States or its terriorial possessions on or after August 30, 1917, 
to Germany and her allies or to the parts of Hurope occupied by German 
troops, or to Albania, Denmark, Greece, Lichtenstein, Luxembourg, Neth- 
erlands, Norway, Spain, Sweden, Switzerland or Turkey should not take 
place excepting subject to the limitations, exemptions ’ and regulations 
prescribed by the President. (The Commercial and Financial Chronicle, 
September 1, 1917, p. 864.) The proclamation of September 7 extended 
this list of nations to include practically the rest of the world. 

Prior to the proclamation of September 7 no legal compulsion had been 
placed on banks to state the amount of their exports of gold. A few did 
consider it their patriotic duty to inform the Federal Reserve Banks when 
they intended to ship gold. (See Wall Street Journal, August 29, 1917.) 

56 Fourth Annual Report of the Federal Reserve Board, p. 21. 
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the inward flow of gold, there developed a strong outward move- 
ment to those neutrals from whom America and her Allies were 
purchasing raw materials.’? While the exports of specie were 
ostensibly going to neutral nations, it was thought that some of 
this gold might seep into Germany.®® Further, if the outward 
flow were to continue, the Treasury Department feared that the 
money market in America might become “tight,” which would 
interfere with its plans for floating Liberty bonds at low rates 
of interest.°® Following the lead of America, Japan placed re- 
strictions on exports of gold within a week after President 
Wilson had issued his proclamation.®® Similar action was taken 
by all of the belligerents and most of the neutrals during the 
Great War. 

The question might well be asked,—why is it that nations have 
placed such emphasis upon gold, why is it that every effort is 
made to concentrate gold in the vaults of central banks during 
time of war and to prevent unauthorized exports? There seem 
to be two chief reasons: 


1) As has been stated before in this Chapter, the larger the gold 
resources of a central bank, the greater is its power of expansion. 
Since nations are not always able to pay war costs through the levy- 
ing of taxes and through the sale of bonds paid for from savings, 
central banks are called upon to extend credit to their Governments 
and to inflate. The larger their gold resources the more they may 
expand without having their percentage of gold reserves fall to a 
figure so low as to obviate the possibility of returning to a gold 
basis at the conclusion of hostilities. 

2) The possession of gold by a belligerent power which has to im- 
port a large part of its war materials may facilitate such importa- 
tions. Thus England and France sent gold to America, before our 
participation in the war, as part paymeiat for the goods they pur- 
chased and as a means of loosening up credit so that they could 
borrow money on easier terms and sell their nationals’ holdings of 
securities on a rising market. 


57 Large shipments in August of 1917 caused the Board to advise the 
Reserve Banks to keep in close touch with gold movements. (/'ederal 
Reserve Bulletin, 1917, pp. 655-656). 

58It might be noted here that the possession of gold would not have 
aided Germany nearly so much as the possession of copper, rubber, ete. 

59 See Federal Reserve Bulletin, 1919, p. 616, for a statement of the 
Board’s reasons for levying the gold embargo. 

66 The Commercial and Financial Chronicle, September 22, 1917, p. 1150. 
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The Levying of the Gold Embargo Not Justified. Re- 
strictions placed upon free movements of gold by nations produc- 
ing their own war materials, as did Germany and America, are 
without justification. Especially in America does the President’s 
proclamation seem unwarranted, when we consider the fact that 
exports of gold during the first eight months of 1917 amounted 
to 317 millions, a fraction of the amounts imported during 1915 
and 1916, and when we calculate America’s “favorable” balance 
of trade with the world in general. It is probable that not more 
than 400 millions in gold would have been exported had the 
embargo not been levied. Other consequences would have been: 


1) The dollar would not have depreciated in those nations with 
which America had an adverse balance of payments by reason of 
heavy purchases of war supplies, such as Spain, Chile, Argentina, 
India, China, Bolivia and Switzerland.*t The depreciation of the 
dollar in those countries increased America’s difficulties in purchas- 
ing goods and forced America to resort to at least two expedients 
to rectify the unfavorable exchanges; (a) the shipment of silver to 
settle international balances wherever possible and (b) the formula- 
tion of exchange agreements.*” 


2) At the conclusion of the war the gold reserves of the Federal 


61 The statement was frequently made that the dollar was depreciated in 
neutral nations by reason of the fact that sterling was “pegged” to the 
dollar, and because of this the dollar moved in harmony with sterling, de- 
preciating as it depreciated and appreciating as it appreciated. (See 
Federal Reserve Bulletin, 1918, p. 839.) 

Sterling had been pegged since the fall of 1915 at 4.76 Ag, or at a dis- 
count of approximately two per cent., in reality at the gold export. point 
considering the increased cost of freight, insurance, ete. Through 1915 
and 1916 rates on peseta sight drafts, taking 19.3=100, varied from’ 
97.93 to 110.10, or from 18.9 to 21.25. (Federal Reserve Bulletin, 1918, 
p. 889.) During the period of the gold embargo peseta sight drafts rose 
to 54% above parity. Before the gold embargo through 1915 and 1916 
the dollar was at a premium in Spain for 9 out of the 24 months and at 
a slight discount for 15 months, even though sterling was pegged. The 


depreciation of the dollar in Spain during the period of the gold embargo. 


can only be accounted for by the restrictions placed by the American gOv- 
ernment on gold movements and not by the pegging of sterling. In other 
words, fluctuations in dollar exchange prompted fluctuations in sterling 
and not vice versa. It is estimated that prior to April, 1917, it cost Eng. 
land a billion dollars a year to peg sterling. During her participation in 
the war, America agreed to finance the pegging of sterling. Mr, Hepburn 
sel hp that the Secretary of the Treasury had no idea what he was about 
when he agreed to do this. The Commerci k j i i 

Heel catia ( mmercial and Financial Chronicle, 


62 Exchange agreements were entered into with Argentina Bolivia 
; ) 9: 
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Reserve Banks would have been smaller by the amount of gold 
shipped to settle international balances, which might have meant 
that the Treasury Department would have been less ready to resort 
to inflationary tactics in the Victory Loan and that the Reserve 
Banks would have been free to raise their discount rates. If such 
had been the case the post-armistice rise in prices would have been 
prevented. 

3) Gold would not have been hoarded. It has been estimated 
that 300 millions of dollars in gold was hoarded in America during 
the war.® 

4) Had America not imposed the embargo, the prestige of New 
York as a financial center would have been greatly enhanced, for it 
would have been the one financial center which remained on a gold 
basis through the war. 


Any thought, however, of maintaining a free gold market was 
brushed aside. The embargo was levied and the gold standard 
abandoned.** 

Further Restrictions on Movements of Gold. As early as 
October 1917, the Federal Reserve Board deemed it necessary 
to take measures controlling the practice of “earmarking” gold 
in the United States for foreign account.°> The “earmarking” 
of gold, so the Board explained, segregated specified sums of gold 
in bank vaults and had the same effect on the available gold 
stock of the country as would the exportation of a like quantity. 
The Board requested the Reserve Banks to have all banking in- 


Switzerland, the Indian Government, Spain and the drafting of such agree- 
mets was taken up with Chile, Uruguay and Peru. : 

63 Federal Reserve Bulletin, 1919, p. 616. 

64 By the gold standard is meant: 

1) The unconditional redemption of all forms of money in gold. 

2) The free flow of gold from monetary uses into the arts, and vice 
versa. ; 

3) The free and unlimited coinage of gold. 

4) Unrestricted international movements of gold. 

In the Federal Reserve Bulletin for December 1, 1918 (p. 1167) : the 
statement is made that there never had been “any suspension of the parity 
of our currency with gold.” While it is true that there was no widespread 
specific depreciation of paper money in America, this statement is mislead- 
ing in that we might infer that the gold standard had not been abandoned. 
The gold standard was abandoned and had the war continued undoubtedly 
there would have been widespread specific depreciation. 

The imposition of the gold embargo made it necessary to exercise control 
over the foreign exchanges. Authority to do so was provided by Section 
Five of Trading with the Enemy Act (approved October 6, 1917). 

65 Federal Reserve Bulletin, 1917, pp. 733-734. 
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stitutions furnish complete statements regarding the amount of 
gold held in custody by them and directed that no more gold be 
“earmarked” for foreign account except upon the approval 
of the Board. Postmaster-General Burleson on September 26, 
1917, issued an order prohibiting the transmission of United 
States coin and currency, or domestic and foreign gold coins, or 
gold bullion through the regular or parcel-post mails to countries 
outside of the United States and its possessions.°® On or about 
January 1, 1918, the War Trade Board assumed the task of con- 
trolling the exportation of manufactures of gold and silver when 
the metal value of the article shipped was small as compared with 
the cost of labor or other material employed in its production.** 
A number of rulings were issued by it covering such exports. 
In July of 1918 a ruling was issued to the effect that on and 
after the 29th no licenses were to be issued, with certain exceptions, 
for the exportation of gold manufactures unless the selling price 
of the articles was not less than three times the value of the fine 
gold content contained therein.** Members of the crews of ships 
anchoring in American harbors were forbidden to take gold coin 
or certificates, or silver coin or certificates from the United 
States.°? This applied also to officers and men attached to the 
United States army.7° Travelers were limited in the amount of 
currency which they might take with them in going abroad.™! 
For a while even sales of gold to jewelers by the New York assay 
office was stopped.*? 

Movements of Gold during the Existence of the Gold 
Embargo. During the existence of the gold embargo, the Board 
issued some 1142 licenses for the exportation of $153,326,976 of 
gold.*° Imports of gold from September 1, 1917 to June 1, 1919 
amounted to $114,647,000 while actual exports amounted to 
$109,353,000, the net inward movement amounting then to 
$5,294,000. Announcement was made by the Board on June 9, 
1919, that henceforth licenses for movements of gold and currency 
would be freely granted excepting for imports and exports of ruble 
notes and for exchange operations with territories in respect of 


66 The Commercial and Financial Chronicle, October G17" pe lisse 
and May 18, 1918, p. 2064. 

87 Federal Reserve Bulletin, 1918, p. 10. 

68 The Commercial and Financial Chronicle, August 3, 1918, p. 444, 

69 Tbid., May 1, 1918, p. 1955. 

70 [bid., August 8, 1918, p. 448. 

71 Fifth Annual Report of the Federal Reserve Board, p. 36. 

72 The Commercial and Financial Chronicle, August 31, 1918, p. 844, 


73 Siath Annual Report of the Federal Reserve Board, p. 51, ie 
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which such transactions were permitted only through the Amer- 
ican Relief Administration.74 This action, the Board stated, had 
been taken after consultation with the Secretary of the Treasury 
and with the approval of the President and had been decided 
upon because it was felt that a very large outward movement 
could take place without any danger by reason of the size of the 
excess reserves of the Regional Banks.” The termination of the 
gold embargo had been recommended by the Federal Advisory 
Council at its annual meeting on November 19, 1918.7° The 
Committee on War Finance of the American Economic Associa- 
tion made the same recommendation a little later.77 By an order 
issued on June 26, 1919, President Wilson removed all restrictions 
on transfers of credit and exchange operations and exports of 
coin, bullion and currency except to those parts of Russia con- 
trolled by the Bolshevik Government.*® 

- Accelerating the Production of Gold. Not only did the 
Government in the ways described endeavor to conserve the gold 
supply of the United States but it also took positive steps to 
accelerate the production of the yellow metal. At the request 
of the Treasury Department, the War Industries Board ruled on 
July 19, 1918, that gold mining was an essential industry and 
entitled to all reasonable priorities in the matter of supplies and 
materials.” 

The efforts of all warring nations to conserve and increase 
the supply of gold convinced gold producers that theirs was 
indeed an essential industry. If gold was of such great im- 
portance was it not only logical, they argued, that nations should 
assist gold producers during this period when gold was being 
mined at a constantly increasing expense. Gold producers 
throughout the world, in Australia, in South Africa ®° and in 

74 Restrictions had been imposed on the domestic use of gold and silver 
for industrial purposes were ended on November 18, 1918, through an an- 
nouncement made by B. M. Baruch, Chairman of the War Industries 
Board. (The Commercial and Financial Chronicle, November 23, 1918, p. 
ae; ie Commercial and Financial Ohronicle, June 14, 1919, pp. 2885- 
2386. 

76 Federal Reserve Bulletin, 1918, p. 1177. 

77 Report of the Committee on War Finance of the American Hconomic 
Association, p. 117. 

78 Siath Annual Report of the Federal Reserve Board, p. 50. 

79 The Commercial and Financial Chronicle, July 27, 1918, p. 340. 

8) For statement of the Australian and South African Governments re- 
garding the question of the gold bonus, see The Commercial and Financial 
Chronicle, July 20, 1918, p. 226 and March 29 1919, p. 1214 and the Report 
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America demanded that their industry be subsidized, that they be 
paid a bonus for the mining of gold. Beginning about the middle 
of 1918,8! American gold producers were very insistent that the 
Government come to their rescue. Their demands finally cul- 
minated in the McFadden Bill which was introduced in the House 
of Representatives on March 22, 1920.8? In America their de- 
mands were opposed by at least three Secretaries of the Treas- 
ury,** by committees appointed by the American Economic As- 
sociation,** by Secretary Lane,** and by the American Bankers 
Association.8®> The McFadden Bill, supported as it was by a 
large coterie of Senators and Representatives from the mining 
states, was reported on favorably by a sub-committee of >the 


of the Gold Production Committee appointed by the T.ord Commissioners 
of His Majesty’s Treasury, England. 

81 In August of 1918 a meeting called by Governor E. D. Boyle of Nevada 
and attended by 96 representative gold producers (the American Gold 
Conference) was held at Reno for the purpose of inducing the Govern- 
ment to take suitable steps towards helping gold mining. (The Com- 
mercial and Financial Chronicle, August 24, 1918, p. 745.) 

For a discussion of this question, see: 

Kemmerer, Doing Something for Gold, and Professors Seligman and 
Kemmerer’s statements in Wxrhibits in Support of Memorandum Sub- 
mitted by the. Jewelers’ Vigilance Committee, ine., to the Sub-Com- 
mittee of the Committee on Ways and Means of House of Repre- 
sentatives, in Opposition to McFadden Bill, H. R., 13201, 66th Con- 
gress, Third Session. 

82 The Commercial and Financial Chronicle, March 27, 1920, p. 1248. 
Representative McFadden’s bill was based on a plan approved by the 
American Mining Congress on November 21, 1919, at its annual convention 
in St. Louis. 

83On November 2, 1918, Secretary McAdoo appointed a Special Gold 
Committee to consider and report on the entire question of subsidizing 
gold producers. After a complete survey of the problem, the Commission 
unanimously agreed in a report submitted February 11, 1919, that no steps 
should be taken by the Government to stimulate the production of gold. 
(This report may be found in the Annual Report of the Secretary of the 
Treasury on the State of the Finances, 1919, pp. 108-110.) Secretary 
Houston expressed his opposition in the Finance Report for 1920, pialsi: 
and Secretary Mellon in the Finance Report for 1921, pp. 90-91, and 876- 
378. : 

84 See Report of the Committee on War Finance of the American Beo- 
nomics Association, pp. 116-117. 

85 Secretary Lane’s Committee made its report on January 5, 1919 
(Federal Reserve Bulletin, 1919, pp. 124-126). 

86 The Gold Bonus Committee of the American Bankers Association made 
its report at the annual convention of the A. B. A. held in Washington, 
October 19-22, 1920. It reported that the McFadden Bill would aggravate 
the very conditions it sought to remedy. (The Commercial and Financial 
Chronicle, October 23, 1920, pp. 1616-1617.) 
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Ways and Means Committee of the House,87 but was never re- 
ported upon favorably by the whole committee, and never reached 
a vote in either House of Congress. Those opposed to the gold 
bonus bill realized that one of the most important factors account- 
ing for the increase in prices in America from 1914 on was the 
huge importations of gold. “The supply of gold had increased, 
its value had fallen. The granting of a gold bonus would simply 
serve to stimulate the production of gold at a time when it was so 
cheap relative to other commodities that gold producers were 
operating at a disadvantage. Were the production of gold to 
be stimulated by a bonus, its supply in money uses would be 
larger and the price level would rise, which would force gold 
producers to request an increased bonus, and so on, ad infinitum. 
The solution of the gold miners’ problems lay in deflation and not 
in further inflation. 

Summary of Gold Policy of American Government. The 
gold policy of the American Government involved not only the 
restriction of gold shipments abroad and the discouragement of 
the domestic use of gold, but also the stimulation of gold produc- 
tion (so far as this could be accomplished without reliance upon 
a bonus) and the impounding of gold in the vaults of the Reserve 
Banks. For all practical purposes America abandoned the gold 
standard. Gold was concentrated in the vaults of the Reserve 
Banks and so far as possible was not allowed to be withdrawn. 
Silver was substituted in settling international balances and in 
cases where this was not possible exchange agreements were 
effected. The gold reserves of the Reserve Banks increased as 
member banks, state banks and the public turned in their hold- 
ings. This, coupled with the reduction in the reserves of member 
banks, kept interest rates at artificially low levels and made 
inflation easy. Upon the increasing gold holdings of the Re- 
serve Banks, the superstructure of currency and credit was 
erected to dizzy heights. Finally, at the insistence of the 
Treasury Department, the System framed its discount policy to 
render easier the erection of this superstructure. 

“The War Discount Policy of the Reserve Banks. During 
the war period the Reserve Banks shaped their discount policies 
to harmonize with the Treasury Department’s plans of war 
finance. The Treasury Department had determined upon float- 
ing government obligations at low rates of interest. od hesSeere= 


87 On March 2, 1921, (The Commercial and Financial Chronicle, March 
5, 1921, p. 890.) 
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tary thought that the payment of high rates would enable bond 
holders to become wealthier,S* and in some mysterious way he 
linked high interest rates with inflation, feeling that prices would 
be forced up by the payment of rates commensurate with the 
market rates then prevailing.*® The Federal Reserve Banks, 
acting in accordance with the advice of the Board, fixed their 
discount rates in order to facilitate McAdoo’s program. It is 
quite possible that the System did not enter upon this voluntarily, 
but was forced to do so by pressure from the Treasury Depart- 
ment. Whatever may have been the case, the Board erred in 
not publicly stating their position and in not throwing the 
responsibility for this action entirely upon the Treasury De- 
partment. 

Interest Paid on Liberty Bonds. The first Liberty Loan 
bonds, authorized by the Act approved April 24, 191, which 
were exempt from all taxes excepting inheritance and estate, were 
floated at 314% interest. The tax exempt feature 9° made the 
issue very attractive and induced the wealthy to subscribe heavily 
to escape the income tax which they knew would. shortly be 
raised. America floated subsequent issues of Liberty Bonds at rates 
varying from 4-414% and floated the Victory loan notes at 334 
and 43%. English war loans were floated to yield from 4 to 
67%.° All of Canada’s war loans yielded over 5% and one was 
sold to yield 5.8%.°* The Australian war bonds yielded over 
4.67% .°? The long-term war loans were floated in France to yield 
from 5.58 to 6.52%.°* The first German war loan, dated October 


88 Finance Report, 1918, p. 14. The Secretary’s policy in engendering 
inflation did enable certain classes to become wealthy. 

89 Finance Report, 1918, p. 47 and Federal Reserve Bulletin, 1918, p. 
589. 

Mr. R. C. Leffingwell, Assistant Secretary of the Treasury under McAdoo, 
held the same idea; “I doubt whether higher rates of interest on Liberty 
Bonds, which would have meant more taxes for the taxpayer and more 
spending money for the bondholder, would have had any other effect than 
to increase the inflation which has been rampant since the Victory Loan.” 
(Treasury Methods of Financing the War in Relation to Inflation, p. 26) 

90 For tables showing advantage in yield of tax-exempt bonds, see Report 
of the Committee on War Finance of the American Economic Association, 
p. 185; and article by Otto Kahn, The Commercial and Financial Chronicle, 
June 2, 1917, p. 2187. 

91 Federal Reserve Bulletin, 1918, p. 1070. 

92 Canada YearBook, 1921, pp. 656-657 and Federal Reserve Bulletin 
1918, p. 1070. q 

98 Federal Reserve Bulletin, 1918, p. 1070. 

94 Friedman, International Finance, pp. 104-105. 
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1, 1914, was floated to yield 5.59%, while subsequent issues 
yielded slightly less.°° Switzerland’s mobilization loans yielded 
from 4.70 to 5.45% and Holland’s from 4.15 to 5%.98 

The first Liberties were dated June 15, 1917. At that time 
the rate of interest on sixty to ninety day commercial paper in 
New York was 5%, on four-six months paper was 5.28%, and on 
ten selected American railway bonds’ was 4.76%.°" In spite of 
this and in spite of the yields of the bonds issued by other na- 
tions during the war (some of whom were in fully as strong a 
credit position as the United States) the Treasury Department 
decided to float the first Liberties at 314%, relying upon the 
tax-exempt features to carry the issue.®® 

Treasury’s Policy Generally Condemned. The action of 
the Treasury Department in floating the war loans at such low 
interest rates roused the condemnation of scores of economists, 
bankers and men in public life. Professor Plehn in his work en- 
titled Public Finance states that the payment of low rates of in- 
terest was false economy, that America was penny wise but pound 
foolish, that such a policy engendered inflation, weakened the 
credit of the nation and hurt each subsequent loan.®®? Professor 
Fetter has pointed out that by reason of the low interest rates 
Liberty bonds had to be marketed by popular coercion.'°° Pro- 
fessor Kemmerer makes the point that it was because rates were 
kept low that prices bulged upwards.1°? 


95 Federal Reserve Bulletin, 1918, p. 1071. 

96 Tbid. 

97 Harvard Economic Review, Preliminary Vol. I, pp. 91, 95 and 99. 

98 The Treasury Department has come to rue the day when tax-exempt 
bonds were issued. The objections to the issuance of tax-exempt obliga- 
tions are: 

1) To the extent that such bonds are sold government revenues are 
dried up. 

2) A class of tax-exempt individuals is created which is repugnant to 
our ideas of democracy in taxation. The law of capitalization does not 
work out perfectly. 

8) Industry finds it more difficult to secure credit. 

See Professor Seligman’s testimony before the Ways and Means Com- 
mittee of the House of Representatives on Tax-Exempt Securities, January 
19, 1922, pp. 99-115. Professor Seligman estimated that the Government 
lost 300 millions in taxes while the increased interest charges had it 
floated taxable bonds would have amounted to but from 100-150 millions. 

In the spring of 1917, Professor Seligman recommended that the first 
Liberty Loan be taxable and floated at 5 per cent. 

99 pp. 407-408. 

100 Fetter, Modern Economic Problems, p. 135. 

101 Kemmerer, High Prices and Deflation. 
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What would have been the consequences had the Treasury De- 
partment floated its obligations at market rates of interest? 


1) It would have been easier to lodge the bonds with the ultimate 
investor, for it is a truism that the higher the rate of interest the 
more are people inclined to save. Because the bonds would have 
been lodged to a greater extent with the ultimate investor and 
because they would not have depreciated to such an extent in the 
post-war period, purchasers would not have been so inclined to dis- 
pose of them either from need of funds or from the desire to invest 
in more attractive ways. 

2) Because people would have been more inclined to save in order 
to purchase bonds, and less inclined to borrow, the Federal Reserve 
System would not have been compelled to resort to inflationary 


tactics. Prices in the war and post-armistice period would not | 


have risen to the same extent. Credit could have been controlled 
through fluctuations in the Bank rate. 

3) Since prices would have been lower, the Government would 
have had to float fewer bonds and in this manner would have been 
fully compensated for the increased interest charges. 

4) Such a policy would have tended to transfer existing capital 
from non-essential and low-rate investments to government bonds 
thereby absorbing free capital, discouraging non-essential produc- 
tion and reducing consumption. 


Certificates of Indebtedness Floated at Rates below the 


Market. The Treasury Department necessarily floated the certi- 
ficates of indebtedness at rates commensurate with the interest 
paid on government bonds. These rates were considerably below 
those borne by English Treasury notes. In the accompanying 
chart a comparison is made between the rates borne by certificates 
of indebtedness, and the Bank rate in New York on fifteen day 
advances collateralled by the certificates. 

It will be noted that in its endeavor to cooperate the Reserve 
Banks bettered the Treasury Department, as the Bank rate ruled 
below the issue rate on certificates. . 

Bank Rate below the Market. The Treasury Department 
had established its policy and the Reserve Banks were forced to 

Mr. Hepburn has. stated that the apparent saving to the Government in 
the low rate of interest cost the people of the country many times that in 


the depreciation of their securities and in inflation. A Discussion of 
Professor Cassel’s Article, The Annals, May 1920, p.288 9 
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adjust their rates accordingly. Throughout the whole war period 
the Bank rate was below the market.1°? 


In October and November of 1917 the difference was as much 
as 114.%. . 

Compare this record with that of the Bank of England. 
Throughout the war the Bank rate there was maintained, as has 
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CHart XIV: VARIATIONS IN THE RATE OF ISSUE FOR CERTIFICATES 
OF INDEBTEDNESS COMPARED WITH THE BANK RATE AT THE FEDERAL 
RESERVE BANK oF NEw YoRK ON ADVANCES COLLATERALLED BY CERTIFI- 
CATES OF INDEBTEDNESS. 


been the policy of the Bank for generations, above market rates./% 
The Bank rate in England is applicable of course only to 
bankers’ bills and is not strictly comparable with the Bank rate’ 
102 Source: Hearing before the Joint Commission of Agricultural In- 


quiry, part 18, p. 562. 
103 [bid. 
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in America. Even though this is true the important thing is, 
that the Bank of England maintains its rates on the paper it 
is willing to discount, on the paper which serves as a vehicle for 
letting its funds out into the market, at rates above those pre- 
vailing in the market. Compelled by the Treasury, the Reserve 
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Cuart XV: FLucruarions In THE BANK Rate at THE FEDERAL 


RESERVE BANK or NEw York COMPARED WITH FLUCTUATIONS IN 
MARKET Ratss. 


Banks were forced to maintain their rates at figures inordinately 


low, lower than the Bank rates prevailing at any of the other 
important central, reserve banks.1°4 


104 Source of data: Courtesy of the Reports 
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Did the Treasury feel that the Reserve Banks could defy those 
economic forces which had compelled the central banks in 
Europe to maintain their rates at higher levels? That the policy 
of establishing the Bank rate at such low figures was a mistake 
1s now generally admitted even within the System itself. Governor 
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CHART XVI: FLUCTUATIONS IN THE BANK RATE AT THE BANK OF 
PNGLAND COMPARED WITH FLUCTUATIONS IN THE MARKET RATE. 


As regards the Bank rates prevalent during the war Professor Cassel has 
said: “In the whole world the rates of discount have been too low during 
the war. The real scarcity of capital would have commanded a much 
higher rate of interest than the 5 or 6 per cent. which have generally 
prevailed but which have only been the result of a continual falsification 
of the money market. Even now, after the war, the world’s need of 
capital is so great, in comparison with the scanty supply, that a real 
equilibrium can be attained only by aid of higher rates of interest than 
those generally prevailing.” Some Leading Propositions for an Interna- 
tional Discussion of the World’s Monetary Problem, p. 264. 
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Harding in testifying before the Senate and House Committees 
on Agriculture and Forestry declared: 1°” 


The Federal Reserve Board adopted a policy in order to assist 
in the war financing which was economically unsound. I say this 
frankly. Congress authorized certain loans. It authorized the 


Secretary of the Treasury to determine the rates at which the 


loans should be issued. The Secretary of the Treasury asked the 
advice of experts and then fixed the rates of interest to be borne 
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CHart XVII: VARIATIONS IN BANK RATES IN ENGLAND, JAPAN, 
ITALY, AND FRANCE, 1914-1918. 


by the several issues of bonds, notes, and certificates. During the 
time we were actually at war, something like $18,000,000,000 of 
bonds were sold to the people, an amount certainly in excess of the 
normal investment power of the American people in such a short 
time, and the only way in which those loans could be financed was 


bs Reviving the Activities of the War Finance Corporation. Part I 
Dp. . ry 
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through the instrumentality of the banks. The only way the banks 
could undertake to do it was to get some assistance from the Federal 
reserve banks and at a low rate. The low rate of interest borne 
by these bonds was fixed with a view of holding down the expenses 
of the Government as far as possible. Anyway, that is something 
the Federal Reserve Board has no responsibility for. 


Likewise, in the Sixth Annual Report of the Federal Reserves 
Board the confession is made that the Bank rates should have 
_ been higher than market rates during the war period and that this 
normally should be the case. 

The Course of the Bank Rate. After America entered the 
war the Board took up the question of establishing preferential 
rates in favor of the short-term notes of member banks collater- 
alled by government obligations.’°° As a result of these delibera- 
tions the Board announced on May 22, that it would permit Re- 
serve Banks to establish preferential rates of 314% on notes, 
drafts, and bills of exchange drawn by customers of banks, and 
indorsed by member banks, having a maturity not in excess of 
ninety days, and secured by Liberty bonds or by United States 
certificates of indebtedness. This step, the Board stated, was 
taken with a view to aiding member banks in placing bonds in 
the hands of actual investors who might not be able to pay their 
subscriptions in full at the time of receiving the bonds. The 
Board advised banks that it was their patriotic duty to avail 
themselves of the rates then existing on fifteen-day collateral 
notes which ranged from 3-314%. Money rates, the Board de- 
clared, would in this manner be kept “easy.” On June 138, a 
2-4% rate was established at.the New York Federal Reserve 
Bank on member banks’ one-day collateral notes, for the purpose 
of restoring to the market funds temporarily withdrawn through 
government loan operations.‘°* As the war continued changes 
were made in rates of discount corresponding to changes in the 
interest rate borne by government obligations. Alterations in 
discount rates affected primarily the fifteen- and ninety-day rates 
on war paper since this type of paper constituted about 90% ° 
of all the discounts made by the Reserve Banks during the war 
period. : 

Rates of discount on different classes of paper scarcely varied 
through this period from one Regional Bank to another. Irre- 


106 Federal Reserve Bulletin, 1917, p. 425. 
107 Fourth Annual Report of Federal Reserve Board, pp. 6, 37, and 256, 
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spective of the economic development of the different sections the 
Bank rates remained pretty much the same and fluctuated to- 
gether. For this reason, changes in the Bank rates at the New 
York Federal Reserve Bank are taken as typical of all and are 
presented in the table on pp. 286 and 287.1°° 

The increases in December 1917 were a recognition, according 
to the Board, of the changed conditions in the demand for and 
supply of loan capital throughout the nation. The Board hoped 
that these increases might warn member banks against rediscount- 
ing too freely.1°® This was a futile hope, inasmuch as the Bank 
rates remained below the market and as the Government’s fiscal 
operations forced banks to rediscount. During December of 1917 
several rates were combined to bring about a greater simplicity 
in discount rate classification.1”° 

A survey of this table shows that the following policies were 
followed by the System in fixing rates: 


1) Preferential rates were granted to paper secured by govern- 
ment war obligations. Such a practice is almost an unheard of 
thing in central banking.*** In Eyrope the customary practice has 
been to discriminate against paper collateraled by securities, 
government or otherwise, and to charge on such paper a rate of 
- interest ranging from % of 1% to 1% above the Bank rate. In 


108 Sources of table: 

Fourth Annual Report of the Federal Reserve Board, pp. 37-40. 

Fifth Annual Report of the Federal Reserve Board, pp. 5-8. 

Rates on paper secured by War Finance Corporation Bonds were estab- 
lished April 11, 1919, at 1 per cent. in excess of the rate applicable on 
commercial paper of corresponding maturity and were automatically dis- 
continued effective April 1, 1920 coincident with the maturity of all out- 
standing War Finance Corporation Bonds. (Discount Rates of the Fed- 
eral Reserve Banks, p. 7) 

109 Federal Reserve Bureau, 1917, p. 923. 

110 [bid., 1918, p. 66. 

111 “Such a policy may have been justified by the necessity of selling 
bonds; but, whatever the reason, it was a great departure from the funda- 
mental principles of the Federal Reserve Act. It favored, instead of dis- 
-criminated against, loans based on securities as collateral. That an enor- 
mous change should take place in the character of the liquid holdings of 
the system was certain. Consequently, it was inevitable that difficulties 
should arise, and that at the end of 1919 the rate on loans secured by war 
obligations should be raised to 51% per cent. in order to force their liquida- 
tion, no matter how painful the process might be. It is a question whether 
the rates should not have been raised on this kind of paper long before. 
The rise in the rate of discount should. be used as a preventive rather than 
as a cure.” Laughlin, Banking Progress, pp. 284-285. 
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America, on the other hand, commercial paper was discriminated 
against. Banks were encouraged, as a part of the Government’s 
policy} to dump securities into the Reserve Banks. Discounts based 
on paper arising from actual commercial transactions were dis- 
couraged. 

2) The preferential rates granted on paper secured by government 
war obligations fluctuated with the interest borne by these obli- 
gations. 

3) In comparison with rates prevailing on commercial paper, a 
differential of %4—-1. of 1% was maintained in favor of trade ac- 
ceptances, while a differential of from 34 of 17%-2% was main- 
tained on bankers’ acceptances purchased in the open market. 
The acceptances of shorter maturity were taken at the lower rates. 
4) Through the twelve districts Bank rates for each class of paper 
were maintained at practically the same figure and were changed 
simultaneously (with changes in the New York rates anticipating 
changes in other districts by a few days). This shows that the 
Reserve Banks had abandoned what initiative they might have 
possessed in fixing rates and acted wholly in accord with the advice 
of the Board.” 


Selling Certificates of Indebtedness. An understanding of 
the methods used by a Government in floating its war obligations 
is a prerequisite for any discussion of the discount operations of 
central reserve banks. If bonds and short-term notes are paid 
for entirely from savings, the responsibilities of central banks and 
the social consequences of such action are quite different than if 
such obligations are paid for through “manufactured” credit. 

On March 31, 1917, the Secretary of the Treasury sold fifty 
millions of dollars of 2% ninety-day certificates of indebtedness 
directly to the twelve Federal Reserve Banks in anticipation of 
the corporation and individual income taxes due in June.'?? The 


112 The regional idea should permit a close adaptation of rates to the 
economic conditions prevailing in each section. (See Miller, Federal Re- 
serve Policy, p. 194.) In fixing rates the regional plan of organization has 
not been taken advantage of. In 1917 the calculated annual rate of earn- 
ings on the total investment holdings (assuming that this is a good index 
of rates charged) of the twelve Banks averaged 3.31%, ranging from 8.15% 
in New York to 3.69% in Boston; in 1918, this averaged 4.12%, ranging from 
2397 in New York to 4.85 in Kansas City. The rates were practically 
uniform over the country whereas some discrepancy should have existed. 

118 The proceeds were used partly to purchase the Danish West Indies 
and partly to meet the current needs of the Treasury. (Federal Reserve 
Bulletin, 1917, pp. 337-888). 
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certificates were held by the Reserve Banks until maturity and 
paid for through the simple process of crediting the deposit ac- 
count of the Government. With the entrance of America into 
the war this first issue was followed by a systematic use of 
certificates of indebtedness sold primarily to ‘member banks *** 
and funded in due course of time into long-term bonds. Such 
short-term loans had been made use. of in previous wars and in 
periods of financial strain; they were employed in the war of 
1812, in 1837, in the Mexican War, in 1857, in the Civil War, 
and in 1907, under such names as “treasury notes,” “treasury 
bills” and “bills of credit.” 11° At the outbreak of a war the 
issue of certificates is legitimate and necessary. Funds must be 
secured quickly until the proceeds from loans and taxes become 
available. In the late war, however, certificates of indebted- 
ness were not confined to this use, but were “employed . . . to 
keep the Treasury in funds for war expenditure, by issue in 
anticipation of the proceeds of funded loans and extraordinary 
taxes. In short, the war has been largely financed by resort to 
short-term borrowings, periodically liquidated from the proceeds 
of long-term loans and to a less extent from the proceeds of war 
taxes,” 716 

From time to time as the Secretary of the Treasury deemed it 
necessary to issue certificates, the Reserve Banks were notified 
and temporarily allotted a certain portion of the whole. They 
in turn notified the banks of the district and invited them to 
subscribe.'"7 The first few-issues were paid for by the purchas- 
ing banks in current funds which were then redeposited with 
banks duly qualified to serve as government depositaries. -Be- 
ginning with the issue of August 29, 1917, depositing banks were 
permitted to make payment by book credit for the certificates 


114 Banks were in fact compelled to purchase certificates. See The Com- 
mercial and Financial Chronicle, March 1918, p. 1131; July 1918, p. 349: 
Federal Reserve Bulletin, 1918, p. 153; Finance Report, 1918, pp. 20-22. 
The Comptroller of the Currency in his annual report for 1917 (Vol. I, 
pp. 152-154) printed the nanfes of the national banks which had not sub- 
scribed to the First and Second Liberty Loans. ; 

116 Hollander, War Borrowing, pp. 7-8. 

116 [bid., p. 74. 

117 The Reserve Board early in the war urged banks to purchase certificates 
of indebtedness as a highly desirable investment. (Federal Reserve Bulle- 
tin, 1917, p. 338). On the other hand the Board cautioned banks, as holders 
of the liquid cash resources of the nation, against buying bonds. (Ibid., p. 
337). This is rather an unwarranted distinction. Through frequent renewals 
certificates may become as unliquid as bonds.. 
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purchased up to the amount for which each had qualified as a 
depositary.''® In most cases the certificates were left with the 
Reserve Bank as collateral against the deposits created by the 
purchasing banks."4° Banks which had not qualified as de- 
positaries were required to make payment by check, draft, or 
cash, but the Treasury Department in such instances undertook 
to redeposit the unexpended proceeds of the subscriptions as 
promptly as such banks qualified. 

Payment by credit was encouraged by the Reserve Banks, for 
it was felt that in this way the money market would not be even 
temporarily disturbed. When the depositary banks were called 
upon by the Treasury for any portion of the amount credited to the 
Government on their books, they commonly remitted it by borrow- 
ing from their Reserve Bank with the certificates as collateral. 
The rediscounting facilities of the Reserve Banks were thus 
made use of by the subscribing banks to pay for the certificates 
purchased. The practice was carried to such an extent that the 
Board felt called upon, in August of 1918, to admonish the 
subscribing banks to pay for their allotments with cash.'?° 
This advice could not be followed by commercial banks for the 
policy of the Treasury in compelling them to subscribe beyond 
their own immediate resources forced them in turn to borrow 
from the Reserve Banks.*?? 

From April 6, 1917, to the armistice, 13,437 millions of dollars 
worth of tax and loan certificates were sold. From then until 
the Summer of 1923 the sales have totaled 21,375 millions of 
dollars. The great majority of those issued prior to the armis- 


118 Payment by bank credit is justified by R. C. Leffingwell, Assistant 
Secretary of Treasury during the war period, as follows: 

“Payment by credit’ is a device for permitting the banking institutions 
which purchase Government securities to defer payment for them until the 
Government actually needs the money. It was adopted to prevent money 
stringency. It developed the further advantage that in the difference between 
the rate borne by the securities and the rate charged on the deposit, banks 
found some compensation for their time, trouble, and the loss of deposits 
resulting from the sale of securities to investors.” Treasury Methods of 
Financing the War in Relation to Inflation, p. 29. 

119 The securities acceptable as collateral against government deposits 
were greatly enlarged during the war. (The Financial Review, 1918, p. 31.) 

120 Wederal Reserve Bulletin, 1918, p. 686. 

121 Occasionally the Treasury Department would sell certificates of in- 
debtedness to the Reserve Banks to run for one or two days to cover an 
overdraft or to anticipate funds to be withdrawn from depository banks, 
The Pittman certificates were sold to the Reserve Banks and some of the 
Reserve Banks purchased ordinary certificates in small amounts. 


290 WAR FINANCING 
tice, about 80%, were purchased by banks, leaving only a small 
percentage to be accounted for by individuals, firms and corpora- 
tions. In fact, it was not until 1919 that individuals and cor- 
porations began to purchase certificates to any great extent. 
The low rate of interest borne by them prevented this.'?* 

If, as Professor Hollander suggests, there had been an initial 
issue of certificates paid for from savings and followed by a suc- 
cession of long-term bond issues payable in evenly distributed 
serial installments and sufficient to extinguish the existing short- 
term indebtedness and to obviate further interim borrowing, and 
if such bonds were themselves purchased from savings, the chief 
factor in the rise of prices would have been eliminated.1?* But 
by and large the certificates sold in America were purchased not 
from current funds, secured through reducing commercial loans, 
but through the creation of government deposits (fiat credit) 
against which the subscribing bank, which had qualified as a de- 
positary, was required to hold no reserve.!”* 

The Sale of Liberty Bonds. The Treasury Department 
found it necessary to have four Liberty Loan campaigns during 
the war and a Victory Loan immediately following the armistice. 
It was by means of these loans that the certificates of indebted- 
ness were funded. The proceeds of each loan, in fact, were 
scarcely more than sufficient to redeem the previously issued 
certificates. If the Liberty bonds had been purchased from 
savings, the inflation engendered by the fiat credit created to 
purchase the certificates would have been short-lived. Following 
each issue of certificates prices would, of course, have tended 
upwards. If, however, subscribers had paid for their bonds 
from savings, their demand for goods would have declined, as the 
government’s demand increased and the inflationary effects re- 


122 The low rate of interest at which the certificates were sold forced the 
Reserve Banks during the war to go into the market after each issue and 
buy certificates at their par value in order to prevent their depreciation. 

128 Hollander, War Borrowing, p. 192. 

The use of certificates caused inflation in England also, Kirkaldy, British 
Finance During and After the War, 1914-1921, p. 160. 

The Joint Commission of Agricultural Inquiry, Credit, p- 83, reported 
that certificates of indebtedness were more important as a factor in 
creating bank deposits and in expansion than the Liberty bond and Victory 
notes. See also statement by Secretary Houston, Federal Reserve Bulletin 
1920. p. 553. : 

124Secretary Shaw had ruled in 1903 that national banks should be ex- 
empt from holding reserves against government deposits. This was legalized 
by the First Liberty Loan Act. (Hollander, War Borrowing, p. 33.) I 
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sulting from the manner in which certificates of indebtedness were 
sold would have been offset. As it was, the sale of Liberty bonds 
simply intensified the process. 

During the first three Liberty loan campaigns the Government 
encouraged subscribers to borrow from their banks in order to 
buy bonds.'?° The commercial banks were in turn to borrow 
from the Reserve Banks and were enabled to do so at preferential 
rates and up to the full par value of the bonds. Some bonds 
were, of course, purchased with cash or by tendering certificates 
of indebtedness. Especially in the first Liberty loan cash was 
used to a very large extent in purchasing bonds. The reason 
for this was that the wealthy were anxious to invest their funds 
in tax-exempt securities. The first loan took up what “slack” 
existed; the others were financed to an increasing extent by 
inflation. 

With each successive Liberty Loan drive the loans of the 
Reserve Banks and of commercial banks increased as credit was 
pyramided to purchase the bonds. The growth of the loans and 
investments of commercial banks resulting from war financing is 
illustrated in the following table: 126 


Reportinc MemBer Banks 


U.S. securities Loans secured Ratio of U. S. war 
Date Number | other than to se- by U.S. war obligations and pa- 
cure circulation obligations per secured by 
(000 omitted ) such obligations to 
total investments 
Jan. 4, 1918 640 $ T46,77E §$ 423,832 10.7% 
Feb. 1 675 955,724 371,966 11.8 
Mar. 1 676 1,487,249 344,986 14.9 
Apr. 5 679 1,456,009 318,302 14.8 
May 3 686 1,900,885 311,937 17.8 


nt 


#25 Many subscribers bought Liberty bonds by borrowing on the basis of 
previous Liberty loans. Moulton, Financial Organization of Society, p. 630. 
In another place he states: “It is true that one Liberty loan was not wholly 
paid for out of savings before another was issued, or before new treasury 
certificates were placed with the banks. There necessarily tended to be 
considerable overlapping; and the banks were thus furnished a permanent 
quantum of new currency derived from an extension of bank credits.” War 
Finance and the Price Level, p. 694. 

For a statement of the relationship of bonds sales and inflation, see Report 
of Joint Commission of Agricultural Inquiry, Credit, Part II, pp. 81-82. 

126 Sources: Federal Reserve Bulletin, 1918, pp. 1110 and 1249; and 1919, 
p. 92. 
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REPORTING MEMBER BANKS 


U.S. securities Loans secured Ratio of U. S. war 
Date Number | other than to se- by U.S. war obligations and pa- 
cure circulation obligations per secured by 


such obligations to 
total investments 
(000 omitted) 


June 7 688 $1,621,472 $> 522,528 17.2% 
July 5 711 1,192,271 484,337 13.4 
Aug. 2 725 les eae, 501,669 14.7 
Sept.6 (esa 1,721,307 470,074 16.9 
Oct. 4 749 2,247,923 493,164 20.3 
Noy.1 Aa! 1,881,564 1,243,057 22.2) 
Dec.6 755 1,760,154 1,277,516 222 


While comparable figures are not available for 1917, the trend 
is shown in the following table giving the security holdings of 
national banks.1?* 


GovERNMENT SeEcurITIESs OwnEep By NationaL Banxs 
(000,000 omitted ) 


1917 
MarchisSimere ste eter . $ 715 
(Mayet cnr. n or. tet. eee 768 
JUNC? Once te cce a ae ee eee 1076 
Septembercl 1 eae 1159 
November 20... see ae 2354 
December 81............ 1625 


“The object of this elaborate scheme—this pyramid of credit 
—is to supply the Government with the means to go off and 
fight the war by itself, leaving us, the people, to go on with 


business as usual, undisturbed. The only weakness in the scheme ° 


is that it does not provide the Government with army, navy or 
equipment.” '?5 The Federal Reserve Bank of New York de- 
scribed the result of the process in the following terms: “Dur- 
ing the war the Federal Reserve Bank as fiscal agent of the 
Government had to encourage a programme of ‘borrow and 
buy,’ among banks in order that they might buy certificates of 
indebtedness far in excess of their available funds, and among 
individuals that they might buy bonds far in excess of their cur- 
rent savings. The result was an immense increase in the loan 
accounts of the member banks, and a proportionately great in- 
127 Federal Reserve Bulletin, 1919, p. ‘782. 


128 Monthly Bulletin, National City Bank of New York, February 1918, 
ise Gh 
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crease in their rediscounts with the Federal Reserve Bank.” 1°° 

The Bond Purchase Fund. The low interest rate on goy- 
ernment bonds and the manner used by the Treasury in. forcing 
persons to subscribe for them, meant inevitably that large 
amounts would be thrown upon the market. To prevent their 
prices from sinking to such low figures that the credit of the 
Government might seem to be impaired, the Second Liberty Loan 
Act provided for a bond purchase fund.1*° By selling certificates 
of indebtedness and by using the proceeds to buy bonds on the 
New York Stock Exchange, the prices of Liberty bonds were 
stabilized. In all the Treasury purchased $1,966,000,000 of 
bonds for this purpose 1°! discontinuing purchases on June 30, 
1920. At the same time that the Treasury Department was 
purchasing bonds in this manner, it was waging a campaign to 
induce investors to hold their bonds, declaring that their sale-was 
unpatriotic.'°? It was absurd and undignified for the Treasury 
Department to float bonds at rates of interest artificially low 
and then to be forced to sell certificates of indebtedness in order 
to secure funds with which to maintain their price by purchasing 
them on the Stock Exchange. It was also arbitrary and pre- 
sumptuous to force people to subscribe beyond their means and 
then to brand them as unpatriotic when they were forced to 
dispose of their holdings.*** 

Discounts of the Reserve Banks during the War Period. 


129 Report on Business Conditions, Federal Reserve Bank of New York, 
November 20, 1919, p. 1. 

130 By a provision of Section fifteen of the Second Liberty bond act (as 
amended), the Secretary of the Treasury might purchase bonds to one year 
after the war not to exceed one-twentieth of the par amount of the bonds 
outstanding and at an average price of not more than par and accrued 
interest. 

131 Letter from the Commissioner of the Public Debt. This figure repre- 
sents the face value of the bonds bought. 

132 Finance Report, 1917, p. 8; and 1920, p. 109. 

133, , . “there never was a more undignified proceeding inaugurated than 
the propaganda to float Government bonds and sell them to the public at more 
than they were worth. The Liberty Bond Committees took possession of our 
theatres, between the acts; they came into our banking institutions and in- 
duced them in many cases to subscribe for more than they could pay for.” 

“Wihat the Government should have done was to have paid a fair price 
for money, paid what the bonds of the State of Massachusetts, or Minnesota, 
or New. York were paying; they never should have offered bonds to the public 
at any lesser rate than the first credit existing in the country commanded. 
Had that been done, the twenty-two million who subscribed for bonds at one 
issue would have kept them and the bonds would have remained near par.” 
Hepburn, Discussion of Government’s Financial Policies in Relation to In- 


flation, p. 57. 
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DISCOUNT OPERATIONS OF THE RESERVE 


(000 
Paper maturing 
Paper maturing within after 15 but 

15 days within 30 days 
Fed. Reserve Bank of 1917 1918 1917 1918 
Boston $174,166 $1,412,040 $39,878 $33,825 
New York 6,344,747 23,789,632 20,186 83,990 
Philadelphia LTB UT 1,684,240 12,287 21,355 
Cleveland 146,746 1,221,212 26,101 toy dng Wal 
Richmond 350,331 1,990,255 9,670 28,889 
Atlanta 63,721 829,320 6,746 18,399 
Chicago 412,463 2,973,625 26,327 47,779 
St. Louis 131,800 919,153 15,036 33,403 
Minneapolis 39,634 240,879 6,308 27,591 
Kansas City 209,901 632,162 5,577 20,540 
Dallas 34,058 463,304 1,625 21,453 
San Francisco 45,941 750,886 13,543 14,516 
Total 8,129,286 36,906,711 183,284 383,901 


Of this amount Of this amount 
$5,884,161 con- $33,390,080 


. sisted of consisted of 
member-banks’ member-banks’ 
collateral collateral 
notes secured notes secured. 
by government by government 
obligations obligations 


The discount operations of the Reserve Banks during 1917 and 


1918 are given in the accompanying table.1°* From this it will 
be observed: 


1) that advances made on member banks’ collateral notes account 
for 85% of all discounts in-1917 and for 81% in 1918. If the 
monthly figures were consulted it would be seen that these reach 
a peak during each Liberty loan drive and show a close correla- 
tion with issues of certificates of indebtedness. 

2) that discounts of commercial paper maturing after sixty but 
within ninety days were much larger in amount than discounts of 
15-30 day paper or 30-60 day paper. In 1915 most of the com- 
mercial paper discounted matured after thirty but within. sixty 
days; and in 1916, after ten but within thirty days.1*° 
3) that discounts of agricultural and live-stock paper increased 
greatly in 1918. 

4) that discounts of trade acceptances increased. During the war 
period the Reserve Banks encouraged the use of the trade accept- 
134 Source of table: 


Fourth Annual Report of Federal Reserve Board, pp. 96-103. 
Fifth Annual Report of Federal Reserve Board, pp. 154-167. 

135 The average maturity of all paper discounted in 1918 was 11.81 days. 
This figure results from the volume of advances made on member banks’ 


~~ 
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Banks in 1917 and 1918 


omitted) 

Paper maturing Paper maturing after 

after 30 but 60 but within 90 Trade Accep- Agricultural and live 
within 60 days days tances stock paper 
1917 1918 1917 1918 1917 1918 1917 1918 

$41,673 $60,249 $94,006 $251,881 $6,115 $10,287 $1,196 $2,289 
62,676 169,910 108,838 490,107 6,864 70,677 13 1,899 
9,790 28,963 25,5381 95,204 726 5,650 81 3,836 
18,874 47,594 19,387 84,062 4,401 24,894 68 1,078 
18,673 60,044 21,251 17,557. 83,160 13,389 1,296 8,100 
14,097 36,383 9,499 43,427 4,562 11,697 1,052 2,600 
45,664 103,541 29,866 122,634 430 9,033 7,551 18,271 
18,214 63,220 20,660 65,776 3,114 15,681 408 3,585 
17,829 42,588 15,859 104,581 364 799 5,532 18,153 
8,735 58,728 12,876 65,849 2,646 10,401 5,605 61,242 
6,140 37,687 10,103 49,114 178 2,057 5,127 23,066 
23,602 50,570 18,642 101,406 5,210 12,807 1,253 aT AST 
285,967| 754,479 386,518 1,551,597 Seal 187,373 29,131 156,246 


ance by granting preferential rates. It was the desire of the 
officials of the System to have business men convert their accounts 
receivable into trade acceptances in order that they might have 
an obligation rediscountable at the Reserve Banks and in order that 
that their accounts might be in a more liquid condition. 


In 1917 the Federal Reserve Bank of New York discounted 
72.6% of the bills discounted by the System; in 1918 it dis- 
counted 61.8%. In 1916 it had discounted but 10.7% and in 
1915, 3%.8° The increase in the discounts of the New York 
Bank resulted from the vast amount of government obligations 
floated in that district and from the fact that commercial banks 
in New York City were called upon to finance numerous banks 
throughout the interior. The New York Bank was looked upon 
by the Government as its chief fiscal agent through whom it liked 
to conduct its fiscal operations with the other Reserve Banks. 

Number of Banks Seeking Accommodation. As the war 
progressed and as banks relied more and more upon the Reserve 
System, the number of banks rediscounting increased many fold. 
In November of 1918, 3667 banks rediscounted, the largest num- 
ber rediscounting during any single month through this period, 
representing 42.5% of the membership."** 


collateral notes. Fifth Annual Report of the Federal Reserve Board, p. idle 
136 Fifth Annual Report of the Federal Reserve Board, p. 161. 
137 Source of chart: 
Fourth Annual Report of Federal Reserve Board, p. 118. 
Fifth Annual Report of Federal Reserve Bank, pp. 170 and 206. 
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Before America’s entrance into the war the largest number re- 
discounting during any single month was 835 in November 1915, 
or 10.9% of the membership. 

As illustrative of the extent to which member banks borrowed 
from the Reserve Banks the table °° on p. 297 has been inserted 


10000 


TOTAL MEMBER BANKS 


MEMBER BANKS ; 
REDISCOUNTING 


100917 i918 Oe 


Onart XVIII: NumBer or MempBer BANKS REDISCOUNTING CoM- 
PARED WITH ToTaL NUMBER OF MEMBER BANKS, ° 


which compares their borrowings from the Reserve Banks (bills 

discounted) with their ownership of Reserve Bank stock plus 

their deposits with the Reserve Banks. It will be noted that by 
138 Source of table: 


Fourth Annual Report of Federal Reserve Board, pp. 64-67. 
Fifth Annual Report of Federal Reserve Bank, pp. 120-123, 
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September of 1918 their borrowings from the System exceeded 
their contributions to its resources. 


MEMBER BANK BORROWINGS FROM THE RESERVE BANKS 
(000,000 omitted ) 


Middle of 1917 : 1918 
Month Bills Dis- Federal Reserve| Bills Dis- Federal Reserve 
counted Bank Stock counted Bank Stock 
and deposits and deposits 
Jan. $ 24 $ 736 $ 603 $1570 
Feb. 20 744 502 1483 
Mar. ata 782 518 1522 
Apr. 22 798 Ts 1570 
May 45 805 842 1536 
June 203 938 1016 1631 
July 140 1077 1160 1515 
Aug. 143 1189 1285 1541 
Sept. 167 1199 1613 1549 
Oct. 293 1326 1689 1586 
Nov. 488 1547 1797 15380 . 
Dec. 713 1618 1850 1648 


Means used to Facilitate Rediscounting. To facilitate the 
discounting of war paper the Board, in a circular letter dated 
May 22, 1917, authorized the Reserve Banks to discount non- 
member bank paper or the paper of their customers when indorsed 
by a member bank and when secured by government obligations. 
Prior to this time the Reserve Banks could rediscount non-member 
paper if eligible and if indorsed by a member bank provided that 
the member bank had not contemplated rediscounting this paper 
when it originally made the loan. The new ruling allowed the 
Reserve Banks to discount freely not only paper indorsed by 
non-members but notes actually made by them and offered by the 
member bank with its own indorsement, provided of course that 
such notes were collateralled with government obligations.'*® 

Another method used to facilitate the discounting of war paper 
was the alteration of the National Banking Act (which limited 
the loans to any one interest secured by stocks, bonds and real 

estate mortgages, to 10% of the lending bank’s paid-up and un- 

139 For a discussion of this see Letters to College Classes in Economics and 
Banking, published by the Federal Reserve Bank of Richmond, p. 104. 

By reason of the low Bank rates, member banks were enabled to borrow 


from Reserve Banks and loan to non-members at a profit. Federal Reserve 
Bulletin, 1918, p. 1169. 


298 WAR FINANCING 


impaired capital and surplus) in order to permit national banks 
to loan an additional 10% to any one interest on the notes and 
bonds of the United States Government issued since April 24, 


1917.14°° On March 8, 1919, the Reserve Act was amended to. 


allow the Regional Banks similarly to discount the notes of mem- 
ber banks bearing the signature or indorsement of any one bor- 
rower up to 20% of the member bank’s capital and surplus pro- 
vided that the amount in excess of 10% was secured by govern- 
ment obligations. 

Not only were relaxations made in respect to the discounting of 
war paper but the requirements governing the eligibility of com- 
mercial paper were considerably relaxed. As the war progressed 
banks found an increasing amount of their paper eligible.t*? 
Paper was taken which was not strictly liquid and which did not 
represent current transactions. The Reserve Banks, like the 
central banks in Europe, were forced to depart far from the 
established principles of central bank practice in their discount 
operations.'*? —s 

Open-Market Operations of the Reserve Banks during the 
War Period. In the accompanying table are given the open- 
market operations of the Reserve Banks: 1% 


140 On Sept. 24, 1918. 


141 Anderson and Hepburn, The Gold and Rediscount Policy of the Fed- 
eral Reserve Banks, p. 15. 


The Board wisely resisted efforts to amend the law to make long-term 


paper eligible. (Fourth Annual Report of the Rederal Reserve Board. p. 19). 

142 “The war thrust upon it enormous business, of a kind not contemplated 
when the act was passed—a business based not upon self-liquidating com- 
mercial paper but upon Government bonds, and at rates abnormally low con- 
sidering the demand. 

This enforced departure from sound banking principles necessarily led to 
enormous expansions of credit—or inflation, if you prefer that term; and 
the problem has been ever since how to get away from it. Of course it is 
entirely contrary to the principles on which the Federal Reserve Act was 
founded to make loans on bonds, even if Government bonds, at lower rates 
than on commercial paper, yet in some districts we are still doing it. And 
indirectly we are issuing currency based upon these bonds, though that was 
one of the very things the Federal Reserve Act was reputed to put a stop 
to.” Platt, Federal Reserve System Still on Trial, pp. 319-320. 

143 Source: 

Fourth Annual Report of Federal Reserve Board, p. 130. 
Fifth Annual Report of Federal Reserve Bank, pp. 189-190. 

During 1917 purchases of certificates of indebtedness were not included in 
the government obligations purchased by the Reserve Banks. On December 
31, 1917, the Reserve Banks held $43,050,500 of certificates of indebtedness. 
(Fourth Annual Report of Federal Reserve Board, p- 73). 
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OPEN MARKET OPERATIONS OF THE RESERVE BANKS 


Bankers’ Trade Government Municipal 
Acceptances Acceptances Obligations Warrants 
(000 omitted) 
1917-January $ 20,376 ~$ 241 $2,431 $7,731 
February 68,994 1,646 601 5,853 
March 27,476 677 10,523 1,031 
April 41,019 293 4,090 280 
May 79,355 3,189 52 119. 
June 132,482 2,748 1,998 5 
July 63,629 Bas) 19,737 100 
August 67,511 4,612 3,825 1385 
September 104,163 4,884 20,831 22 
October 85,443 1,451 1,559 1,187 
November 181,872 4,346 1,547 164 
December 174,444 3,625 21,406 196 
1918—January 128,117 2,502 525,880 1,256 
February 145,682 2,593 532,939 187 
March 134,447 4,549 1,099,055 95 
‘ April 104,523 3,993 324,566 58 
if May 108,749 7,164 200,257 16 
June 84,955 4,624 428,848 10 
July 117,992 5,582 22,939 67 
August 155,016 7,780 30,506 50 
September 178,887 4,245 85,689 9 
October 249,326 7,379 632,350 5 
November 190,940 4,758 219,403 ili 
December 149,867 5,866 1,747,917 
ma 


A study of this table shows: 


m: 1) a tremendous increase in purchases of bankers’ and trade ac- 
ee ceptances. 

2) a great increase, especially through 1918, in purchases of United 
States securities. 

3) a great decline in purchases of municipal warrants. In Decem- 
ber 1918, none were purchased. 


The open-market operations of the Reserve Banks were, rela- 
tive to the whole of their investment operations, much less im- 
portant in 1917 and in 1918 than in 1915 and in 1916. In 1915, 
_ their open-market operations amounted to 48% of their total in- 
-_-yestment operations; in 1916, to 72% ; in 1917, to 12% ; and in 
1918, to 16%. 


WNL 


poe ta 
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As before America’s entrance into the war so during 1917 and 
1918 the System encouraged the use of trade and bankers’ ac- 
ceptances by granting them preferential rates. In both years 
the Reserve Banks of Boston, New York, Philadelphia and Cleve- 
land purchased over 60% of the bankers’ bills taken by the Sys- 
tem. In 1917, the New York Bank alone purchased 43% ; and 
in 1918, 53%.144 The majority of.the acceptances purchased 
matured from sixty-one to ninety days. ‘The quality of the ac- 
ceptance had not improved, if anything it had deteriorated. The 
majority were of course drawn against goods intended for use in 
the war, many were drawn by acceptance syndicates, were pur- 
chased by the Reserve Banks to assist in the financing of the war, 
and were frequently renewed. Though every effort was made to 
build up a discount market, none developed in the sense that it 
could exist independently of the Reserve System as the London 
market before the war might exist independently of the presence 
of the Bank of England. The purchases of acceptances by the 
Reserve Banks were still very large compared with the total 
amount outstanding, 

The growth of the earning assets of the Reserve Banks was 
reflected in an increase of their deposits and note liabilities and in 
a decline of their reserves. Federal Reserve notes increased dur- 
ing the war period from 377 to 2558 millions of dollars and mem- 
ber bank deposits from 758 to 1546 millions. At the time of the 
armistice the ratio of total cash reserves to net deposits and Fed- 
eral Reserve note liability combined amounted to 50% while at the 
time of America’s entrance into the war this had amounted to 
89%. 

Inter-District Purchases of Acceptances and Rediscount- 
ing. Through 1917 the Federal Reserve Banks of Boston and 
New York (the only ones so doing) sold to the other Reserve 
Banks bankers’ acceptances amounting to $64,914,497 and 
$103,497,028 respectively.14° Located in great exporting cen- 
ters it is natural that these two Banks should have been large 
purchasers of acceptances which they then disseminated through- 
out the System. In 1918, the sales of bills among the Reserve 
Banks amounted to $336,590,598, of which amount the New 
York Bank sold $180,900,721; the Boston Bank, $75,041,256: 
and the Richmond Bank, $37,116,421.14° Inter-district redis- 

144 Fifth Annual Report of the Federal Reserve Board, pp. 172-174. 

145 Fourth Annual Report of the Federal Reserve Board, p. 121. 

146 Fifth Annual Report of the Federal Reserve Board, pp. 180-181. 
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counting occurred for the first time on the 11th of December, 
1917, when the Boston Bank rediscounted $20,000,000 of notes 
secured by Liberty bonds with other Reserve Banks.‘‘7 Through 
1918, 324,049,165 dollars worth of commercial paper was dis- 
counted between the districts.14% Inter-district rediscounting 
and the sales of acceptances took place through this period to 
bolster up the reserves of certain of the Banks and to act as 
an offsetting item to the large Government transfers of funds 
from one district to another. The principle borrowing banks 
were New York, Boston, Dallas, Atlanta, Richmond and Phila- 
delphia. The Cleveland and San Francisco Banks borrowed not 
at all, and the Chicago, St. Louis, Minneapolis and Kansas City 
Banks but little.**® 

Measures Taken by the Government to Combat Inflation. 
So far this chapter has dwelt with the measures adopted by the 
Government to facilitate the “manufacture” of credit and the 
absorption of the war loans. These included the lowering of the 
reserves of member banks and the reserves held against Federal 
Reserve notes, the impounding of gold, the relaxing of the require- 
ments on eligible paper, allowing non-members to have access to 
the discount facilities of the Reserve System, establishing prefer- 
ential rates on paper secured by government obligations, the 
purchasing of acceptances by the Reserve Banks, ete. The in- 
flationary effect of these measures was so great that the govern- 
ment felt obliged to take counteractive steps. It therefore 
undertook: 


1) The fixing of prices. 

2) The rationing of credit on the New York Stock Exchange. 

3) The rationing of investment credit. 

4) Encouraging commercial banks to withhold credit from 
non-essential industries. 


Price Fixing.’°° The fixing of prices in America began about 


147 Fourth Annual Report of the Federal Reserve Board, p. 220. 
148 Fifth Annual Report of the Federal Reserve Board, p. 181. 
149 Inter-district rediscounting was facilitated by the daily gold settlement 
plan put into effect on July 1, 1918. (Mederal Reserve Bulletin, 1918, p. 591). 
For an account of inter-district rediscounting, see Inter-Federal Reserve 
Bank Rediscounting, by James G. Smith. 
150In the preparation of this section the following were extensively used: 
Taussig, Price-Fiving as seen by a Price Fiver, 
Hollander, War Borrowing, pp. 170-176. 
Kemper Simpson, Price-Fiwing and the Theory of Profit. 
Paul Willard Garrett, American Control over War Prices. 
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the middle of 1917 and came to an end almost immediately after 
the armistice.°! The most important agencies for the fixing 
of prices were the Food Administration, the Fuel Administration 
and the Price-Fixing Committee of the War Industries Board. 
The first two came into existence as a result of the passage of 
the Lever Act, August 10, 1917; the Price-Fixing Committee 
of the War Industries Board was created by the President on 
March 14, 1918. Although these were the most important price 
fixing agencies, prices were occasionally fixed by other author- 
ities. Congress fixed the minimum price of wheat. The Presi- 
dent fixed the first prices for bituminous and anthracite coal. 
Individual prices were fixed from time to time by the purchasing 
departments of the Army, the Navy, and the Emergency Fleet 
Corporation, by the Sugar Equalization Board, by the Federal 
Trade Commission and by the International Nitrate Executive 
Committee. It was the existence of such a large number of price- 
fixing agencies, whose policies were not always harmonious, that 
fmally led to a centralization of much of their activities in the 
Price-Fixing Committee of the War Industries Board. 

In fixing prices the governmental agencies followed a frankly 
opportunistic policy. In the main, prices were fixed at a point 
to insure sufficient production as determined by the modal pro- 
ducers. On other occasions prices were fixed to correspond with 


the price prevalent in the market or to correspond with an aver- 


age price over a period of years. In addition to insuring ade- 
quate production other ends were sought by price-fixing: 


1) It was recognized that the Government’s demand for certain 
commodities would be on a scale to absorb a very large proportion 
of their current production. In other words the demand for such 
commodities would be almost totally inelastic. Unless the prices 
of such commodities were fixed, a tendency to a runaway market 


Haney, Price-Fixing in the United States during the War. 
Litman, Prices and Price Control in Great Britain and the United 
States during the World War. 

151 An effort was made early in 1919 by the so-called Industrial Board 
formed under the auspices of the Department of Commerce to revive price- 
fixing, this time not to check profiteering but to prevent cut-throat competition 
and a too rapid decline in prices. The Railroad Administration was un- 
willing to cooperate and on May 9 it was unofficially announced in Washing- 
ton that all such plans had been abandoned. See The Journal of Political 
Economy, June 1919, p. 505; The Financial Review, 1920, p. 16; and the 
Federal Reserve Bulletin, 1919, p. 344. 
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would develop and the Government would fall a prey to soaring 
advances. 
2) The prices of goods essential to public consumption were fixed 
in order to prevent social unrest. The prices of luxuries were 
not fixed. 


In all 573 commodities,’°? essential for the well-being of the 
public or for the furtherance of the war, came under control. 
The measures taken to enforce the prices fixed ranged from ap- 
peals to patriotism to the commandeering of goods. The Fuel 
Administration had direct power under the Lever Act to fix 
prices. The Food Administration had a direct means of control 
through its licensing powers. The other agencies were at liberty 
to recommend to the President that plants and goods be com- 
mandeered and to the Railroad Administration that transporta- 
tion priorities be granted to persons obeying the dictates of the 
price-fixing bodies. 

In the chart on p, 304 the fluctuations in the prices of the 
573 controlled articles are compared with fluctuations in the 
prices of 793 uncontrolled.°* From the time that price fixing 
began, the prices of the controlled articles declined, reaching a 
low point of 189 in June of 1918. Thereafter, their index 
number tended upwards. The index number of uncontrolled 
commodities rose without a break from 146 in April 1917, to 200 
in November 1918. 

No policy could be more inconsistent than for the Government 
to inflate on the one hand and to fix prices on the other. While 
the Treasury and the Federal Reserve Banks were inaugurating 
measures which directly promoted inflation, producers were being 
told what prices they might charge the Government and in many 
cases what prices they might charge the public.°* As Professor 
Cassel has indicated: 1°° 


It is important to root out the popular fallacy that a general rise 
of prices can be prevented by legislation enacting maximum prices 
and inflicting punishment on speculators, while the government is 
incessantly flooding the country with fresh money and the bank-rate 


is kept too low. ‘ 


152 Garrett, American Control over War Prices, p. 24. 

153 Source of chart, ibid., p. 30. 

154 Mitchell, Prices and Reconstruction, p. 142. 

155 Cassell, Some Leading Propositions for an International Discussion of 
the World’s Monetary Problem, p. 264. 
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CHART XIX: FLUCTUATIONS IN THE INDEX NUMBERS OF THE PRICES 
OF 573 CONTROLLED COMMODITIES COMPARED WITH FLUCTUATIONS IN 
THE PRICES OF 793 UNCONTROLLED COMMODITIES. 


To be successful a policy of price fixing must be accompanied by 
a refusal to countenance inflation, and by strict control over the 
production of non-essentials in order to prevent a stimulation of 
their production through the fixing of the prices of essential 
products. 

The Rationing of Credit on the New York Stock Exchange. 
Control over the amount of money loaned on the New York Stock 
Exchange began before the close of the first Liberty Loan cam- 
paign and continued until the latter part of January 1919.156 


156 The most valuable sources in preparing this section were: 
Magee, Call Rates and the Federal Reserve Board. 
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Up until August of 1918, control was exercised to insure a suffi- 
ciency of funds in order to prevent interest rates from being 
pushed up to panic figures; after that time the controlling agency 
found that its task had become one of preventing the stock mar- 
ket from absorbing too large a share of the funds of the country 
and from hindering in this way the flotation of government 
securities. 

Before the termination of the first Liberty Loan campaign the 
interior banks began to withdraw funds employed on the Stock 
Exchange to invest in government obligations and in commercial 
paper eligible for rediscount, so that in case of necessity they 
might have no difficulty in obtaining funds from the Reserve 
Banks.'°7 The officials of the Stock Exchange and bankers in 
New York were fearful that this would force interest rates to 
very high figures, depress the prices of Liberty bonds, and render 
more difficult the task of the Government in selling its obliga- 
tions.°° Thereupon the banks represented on the New York 
Liberty Loan Committee for several months made up a fund to 
loan on the Exchange which would replace the withdrawals. By 
September 1917, it was found that the plan worked injustice 
and hardship to the banks which had assumed this responsibility. 
On the 5th of the month a subcommittee of the Liberty Loan 
Committee was appointed, composed of Governor Strong of the 
New York Federal Reserve Bank as chairman and the Presidents of 
eight of the largest banks in New York, to devise more equitable 
means for providing the funds required. It was found that 
banks in New York were loaning some $450,000,000 on the 
Stock Exchange.’°® An arrangement was finally effected whereby 
this amount was reapportioned among sixty-five banks in New 
York on the basis of their assets, and an additional fund of $200,- 
000,000 was apportioned in the same manner to be used when neces- 
sity demanded it.1°° The efforts of the Money Committee to pre- 
vent call loan rates from rising were successful, for throughout 
this period they did not rise above 6%. 

In August of 1918, with the end of the war in sight, a tendency 

Hearing before the Jeint Commission of Agricultural Inquiry, Pt. 13, 
pp. 666-682. 

Fifth Annual Report of the Federal Reserve Board, pp. 365-367, 
The Financial Review, 1918, p. 49; 1919, p. XVIII and XIX; 1920, p. 8. 

157 Hearing before the Joint Commission of Agricultural Inquiry, pt. 13, 
p. 665. 

158 [bid., p. 666. 


159 [bid. 
160 Fifth Annual Report of the Federal Reserve Board, p, 366. 
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developed on the part of the public to speculate heavily in securi- 
ties. The Money Committee was forced to change its policy 
from one of seeing that the Stock Exchange had sufficient funds 
to one of controlling this speculative outburst. The Committee 
_ felt that such speculation would interfere as seriously with the 
financial requirements of the Government in diverting funds to 
the Exchange as had the previous withdrawals in taking money 
from it. On September 5, 1918, Governor Strong addressed a 
letter to the President of the New York Stock Exchange stating 
it as the opinion of the Subcommittee that any attempt to in- 
crease the collateral loan account should be checked and request- 
ing that the Stock Exchange secure from each of its members the 
amount of their time and call loans.°4 On October 24 another 
letter was sent advising the Exchange that banks would be re- 
quested after Monday, November 4, to increase their margins 
on mixed collateral from 20 to 30% and on industrials from 25 
to 8714%.'8? This action was necessitated, the Subcommittee 
declared, by considerable increases in the loan account. This 
arrangement was withdrawn on December 5, because the Stock 
Exchange felt that it worked considerable hardship to the smaller 
houses. Instead, assurance was secured from the Exchange that 
every means would be taken to prevent any considerable increase 
in the total of the loan accounts of its members.'® 


The Subcommittee terminated its activities in the latter part: 


of January 1919, upon representations of officials of the Stock 
Exchange that there was nothing to indicate the probability of a 
speculative movement which would absorb large amounts of 
money.'°* The Treasury Department reluctantly agreed to al- 
low the Subcommittee to be disbanded.*®® With the control of 
the Money Committee at an end, the ability of the Reserve Banks 
to check stock market speculation was virtually destroyed, for the 
war finance policies of the Treasury Department prevented them 
from raising their rates. In view of the fact that the Reserve 
Banks could not institute a policy of rate control, the better plan, 
as Governor Strong admits,'®® would have been to have con- 


161 Hearing before the Joint Commission of Agricultural Inquiry, Part 1 
pp. 675-676, pataeae ims 


162 [bid., p. 677. 

168 Fifth Annual Report of the Federal Reserve Board, p. 366. 

164 Hearing before the Joint Commission of Agricultural Inquiry, Part 
13, p. 681. ‘ 

165 Ibid., pp. 679-680. 

166 Tbid., p. 646. 
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tinued the activities of the Money Committee, assuming that 
public opinion would not have become too ominous, until such a 
time as the Reserve Banks were free to raise their rates, some 
six months after the flotation of the Victory Loan. 

The officials of the Stock Exchange were poor prophets. In 
February the prices of securities began to move upwards. By 
March, street loans had increased to a billion dollars and by 
November, to a billion and a half. Seldom has the Stock Ex- 
change witnessed such speculation as swept it during the last 
three quarters of 1919. 

The Rationing of Investment Credits. In his annual report 
to Congress dated December 3, 1917, the Secretary of the Treas- 
ury emphasized the importance of avoiding unnecessary capital 
expenditures in private and public undertakings.'°? To engage 
upon such enterprises, he declared, would divert labor and ma- 
terials from military employment. Though the Secretary had 
not been clothed with specific authority, a number of corpora- 
tion executives, bankers and municipal officials, inspired by the 
desire not to do anything which might retard war activities, be- 
gan to submit to the Secretary plans of new enterprises and new 
capital flotations to find out whether or not in his opinion they 
were compatible with the national interest. These submissions 
increased to such an extent that the Secretary in a letter ad- 
dressed to the Reserve Board on January 11, 1918, requested 
that it assume the task, as another patriotic service, of passing 
upon such proposals. At its meeting on the 14th, the Board 
voted to do so and chose Paul M. Warburg, Frederic A. Delano 
and Charles S. Hamlin from among its members, to undertake the 
work.'®§ They were assisted by a voluntary committee of six, 
including men who had been engaged in investment and commer- 
cial banking and in the practice of law. The Capital Issues 
Committee of the Federal Reserve Board appointed with the ad- 
vice of the Reserve Agent and Governor in each Reserve District 
an auxiliary committee including the Reserve Agent as Chairman 

167 The sources of this section are: _ 

1) Report of the Capital Issues Committee of the Federal Reserve 
Board, Federal Reserve Bulletin, 1918, pp. 704-708. 

2) Federal Reserve Bulletin, 1918, pp. 156-157 and 168-169. 

3) Fifth Annual Report of the Federal Reserve Board, pp. 64-66, and 

168 ae cnr acted similarly to the Capital Issues Committee in 
London which relied upon the voluntary codperation of banks, bankers and 
business men for the enforcement of their decrees. The English Committee 
was organized in January, 1915, and dissolved in December, 1919. 
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and the Governor as vice-Chairman. In beginning its work on 
February 1, 1918, the Capital Issues Committee of the Board 
announced that it would pass upon industrial and public utility 
issues of not less than $500,000 and upon municipal issues of 
$250,000 and over. Subsequently the minimum for both classes 
was reduced to $100,000. The tests applied to the proposed 
security issues were, whether the offer.was timely with respect to 
the financial operations of the Government, and if timely whether 
the objects for which the funds were to be raised were compatible 
with the public interest. During its life, the Board’s Committee 
held forty-six meetings and passed upon some three hundred sixty- 
one offerings amounting to $478,458,386 of which $65,691,665 or 
about 14% were disapproved.1°® Of the amount approved, how- 
ever, $258,664,496 represented refunding operations, so that the 
aggregate new securities amounted to but $154,102,224. Though 
the Capital Issues Committee of the Board was without legal au- 
thority, it was able to effect the stoppage of the flotation of se- 
curities by reason of the hearty codperation given it by the 
American Bankers Association, the Investment Bankers Associa- 
tion, the New York, Chicago, and Philadelphia Stock Exchanges 
and by various Chambers of Commerce. These organizations had 
all passed resolutions to the effect that their members would not 
place, or deal in, any securities upon which the Capital Issues 
Committee had not passed favorably.1” 


By Title II of the War Finance Corporation Act, approved 


April 5, 1918,171 provision was made for the appointment of a 
Capital Issues Committee by the President which was to super- 
sede the voluntary committee of the Federal Reserve Board. 
The new committee was to consist of seven members, at least 
three of whom were to be members of the Board. Under rules 
and regulations prescribed by it this committee was to pass upon 
any securities issued by a person, firm, corporation or associa- 
tion, the face value of which was in excess of $100,000.172 The 
committee was not to pass upon :— 


1) Ordinary commercial borrowing. 


2) The refunding of an indebtedness existing at the time of the. 


passage of the act. 


169 Fifth Annual Report of the Federal Reserve Board, p. 65. 

170 Warburg, Capital Issues for State and Municipal Debts and their 
Relation to War Financing, p. 81. 

171 For text of act, see Federal Reserve Bulletin, 1918, pp. 301-306, 

172 Shares without par value were valued at $100 each, 
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3). The resale of any securities, the sale of which the committee 
had determined to be compatible with the public interest. 

4) Securities issued by railroads under the control of the President 
of the United States. 

5) Bonds issued by the War Finance Corporation. 


On April 29, the President sent to the Senate the names of 
the seven nominees.'*? The new Capital Issues Committee fol- 
lowed the plan of organization inaugurated by the original com- 
mittee.17* While the new committee was given the power to 
investigate proposed sales of securities and to determine whether 
such were compatible with the public interest, no penalties were 
provided for failure to submit proposed security issues to the 
committee. In carrying on its work it had to rely upon the 
patriotism of persons to submit new issues and. it was powerless 
to deal with the thoughtless or unscrupulous person who failed 
to have his security issue approved,’ On December 26, the 
committee announced that it would suspend its activities on the 
31st and would remain inactive until formally dissolved by the 
President or unless the sale of new securities competed unduly 
with government financing.1*® On the 30th of August, 1919, the 
committee was formally dissolved.*** 

From the date of its organization on May 17, 1918, to the 
close of its active operations, on December 31, 1918, the com- 
mittee received and passed upon 3,309 applications involving new 
securities to an aggregate value of $3,777,313,000. The total 
amount disapproved was $917,133,000, or 24%." 

The two Capital Issues Committees did excellent work in pre- 
venting, through controlling the issuance of securities, unessential 
undertakings from securing labor and materials sorely needed 
by the Government. Had the Government exercised complete 
control over labor and industry, had labor and industry been 
commandeered, the Capital Issues Committees would have been 
unnecessary. This rather than the rationing of investment 
credits would have been the more effective way of preventing non- 

173 The new committee took office on May 17, 1918, and the Board’s com- 
mittee disbanded them. The Commercial and Financial Chronicle, May 


Bole. 2101. 

174For its rules and regulations, see Federal Reserve Bulletin, 1918, 
pp. 627-633. 

175 Finance Report, 1918, p. 61. 

i76 Federal Reserve Bulletin, 1919, p. 18. 

177 [bid., p. 1053. 

178 Finance Report, 1919, p. 107. 
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essential industries from securing goods. To the extent that 
security issues were prevented, the investment market was relieved 
of the necessity of absorbing such issues and government issues 
met with less competition. The life of the Capital Issues Com- 
mittee like that of the Money Committee should have been pro- 
longed. In the first place, government financing did not ter- 
minate with the armistice, but continued right through 1919. 
If the Capital Issues Committee was needed in 1918 it was cer- 
tainly needed in 1919. Secondly, if the control had continued the 
people of the country might have been saved millions by prevent- 
ing the issuance of even a fraction of the worthless securities 
which flooded the nation in 1919.7” 

The Control of Commercial Credits. Through its Capital 
Issues Committees, the Government endeavored to ration invest- 
ment credit requirements. Commercial credit extensions were 
not controlled by any such agency. The Federal Reserve Board 
from time to time admonished member banks not to grant loans 
for non-productive or non-distributive purposes. For instance, 
in its Fourth Annual Report 1®° the Board advised banks to ex- 
tend their funds freely to those engaged in productive enterprises 
and to curtail unnecessary credits. The products of the fields, 
the forests, the mines and the manufacturing establishments of 
the country are not, claimed the Board, in the nature of luxu- 
ries. In April 1918, the Board complained that the curtailment 
of commercial credits had not been accomplished as effectively as 
the curtailment of investment credits.181_ Its purpose, the Board 
stated, was not to suggest specific ways in which credit should be 
conserved; each banker would have to determine that problem 
for himself. Loans for the purchasing or carrying of property, 
and for additions or improvements to property not essential for 
production or distribution were to be classed as non-essential. 
The Board went on to point out that the three main groups of 
borrowers for productive or distributive purposes were farmers, 
manufacturers and merchants, but that not all loans extended to 
them necessarily originated for essential purposes. Loans should 
not be made to farmers for acquiring additional property unless 
the production area was to be increased thereby, or for con- 
structing buildings unless absolutely required. Manufacturers 
should be encouraged to reduce their inventories, to pay their 

179 See Federal Reserve Bulletin, 1919, p. 18. 

180P, 9. , 

181 Federal Reserve Bulletin, 1918, pp. 261-262, 
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debts promptly, and to standardize their products. Non- 
essential industries should adapt at least a part of their plants 
to the manufacture of articles needed by the Government. Mer- 
chants should also be encouraged to reduce their inventory, to 
substitute plainer articles for objects of luxury and to avoid 
introducing new styles. Each loan should be viewed in its rela- 
tionship to the health and safety of the population. On July 8, 
Governor Harding transmitted a letter 1°” to each of the Re- 
serve Banks in which he declared that effective steps toward the 
curtailment of unnecessary credits had been taken by only a few 
banks and requested the Regional Banks to direct the attention 
of all banks in their district to the need of curtailing non-essential 
loans. He suggested that the Reserve Banks organize in each 
district local groups comprising the leading bankers and business 
men and discuss with them the ways and means of curtailing 
unnecessary credits and of diverting industries producing luxu- 
ries and extravagances into essential lines of production. As a 
result the Bulletin announced in its September issue '** that the 
curtailment of non-essential credits was being noted in various 
Reserve Districts. Not only through the war period but also 
through the great post-armistice “boom” the Board constantly 
exhorted banks to curtail speculative and non-essential loans so 
that additional funds might be released for productive or dis- 
tributive purposes. 

The attempts of the Reserve Board and of the Reserve Banks 
to curtail non-essential credits doubtless did have some effect in 
the large cities 1** but on the whole it was unsuccessful in cur- 
tailing the production of luxuries or in increasing the produc- 
tion of essential commodities for several reasons: 


1) The type of banking system existing in America, composed of 
30,000 independent competitive banks, renders any effective con- 
trol over commercial credits most difficult. Such control would 
be much simpler in Canada with seventeen banks or in England with 
five large institutions. In America bankers would be induced to 
loan to non-essentials for fear of losing valuable customers to a 
competing bank. 

2) This method of controlling the production of non-essentials 
was predicated upon the belief that all industries must rely upon 


182 See Federal Reserve Bulletin, 1918, pp. 685-687. 


183 P, 802. , , 
1s4 Anderson, Effects of the War on Money, Oredit and Banking in 


France and the United States, p. 191. 
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banks for accommodation. Such was not the case during the war 
period. There were many non-essential industries whose receipts 
consisted so largely of cash, owing to prosperity and to the ‘habit 
ef paying cash for goods, that they could handle the financing of 
their own operations without resorting to banks.'*° 

3) Bankers were uncertain of the meaning of the term “non- 
essential.” Each was inclined to consider the needs of his own 
community essential. 


The rationing of credit is by no means as direct a method of con- 
trolling production as is general control over the basic raw 
materials. Under the latter method essential industries could be 
furnished with necessary labor and materials and the inability of 
the less essential industries to secure supplies would force banks 
in the interests of safety to curtail loans to them.18® 

Conclusions. Many of the mistakes committed by the Treas- 
ury Department in the financing of the war resulted from stress- 
ing too greatly the part played by money and credit. The fact 
that men and goods are the sinews of war, that armies must be 
equipped from the surplus of current production over consump- 
tion was not fully appreciated. In our highly developed and 
complex credit economy, we believed that dollars would win the 
war, that every one should direct a dollar barrage at the Kaiser’s 
hosts. The words of Napoleon were broadcasted, “Money, more 
money and still more money are the three prime necessities of 
war.” ‘There was a general failure to distinguish between money 
and credit as ends in themselves and as means of securing military 
equipment. Greater concern was apparently shown over means 
of promoting credit inflation than over means of speeding up 
production, of diverting non-essential industries to the produc- 
tion of war supplies, and of curtailing consumption. 'The meth- 
ods taken by the Government to combat inflation could not 
succeed so long as money was pumped into circulation and the 
Bank rates kept inordinately low. The policies which were fol- 
lowed, of course, were heartily supported by the classes who profit 
by inflation, while a program of war finance which would have 
avoided inflation would have aroused much condemnation. 


At the outbreak of the war-in order to avoid inflation the 


Government should have assumed contro] of the industrial life 


185 Report of the Committee on War F 
Association, p. 108. , 


186 Federal Reserve Bulletin, 1918, p. 923. 
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of the nation.'*’ Non-essential plants should have been closed 
or diverted to war purposes. The nation’s man power should 
have been drafted either into the military or industrial forces. 
The consumption of necessities should have been rationed. The 
conscription of industries and labor should have been followed by 
as rigorous a tax policy as economically and politically feasible, 
bearing heavier on unearned than on earned incomes. Every 
effort should have been made to sell bonds to the ultimate in- 
vestors and they should have been encouraged to purchase them 
- from savings and not from funds borrowed from banks. To 
induce this saving the bonds should have been floated at market 
rates of interest which would have allowed the Reserve Banks to 
have raised their rates equal to those prevailing in the market. 
To avoid post-war clashes between tax-payer and bond-holder 
the bonds should have been made taxable. Had these policies 
been followed there would have been less inflation. The war’s 
costs would have been paid for by those better able to bear the 
burden than the persons living on fixed incomes upon whom in- 
flation bore heaviest. 

As it was, the Reserve Banks were converted into engines of 
inflation. Their portfolios became clogged with war paper. So 
long as this condition lasted and so long as the Government was 
a heavy borrower in the money market, the System could exercise 
no control over credit. The post-war problem of the Reserve 
Banks, then, became one of retracing the steps taken during the 
war. 

is7 Mr. A, H. Gibson, writing in a book (pp. 896-397) entitled British 
Finance During and After the War, 1914-1921 edited by A. W. Kirkaldy, 
expresses the belief that England’s war expenditures could have been re- 
duced by 50% had the British Government conscripted the factors of in- 
dustry. 


CHAPTER~VII 


POST-WAR INFLATION 


The Business Recession Following the Armistice. The 
feeling was general in business circles that the termination of 
hostilities would be followed by a decline in commodity prices and 
by a business recession.‘ Had it not been said that the war was 
responsible for the rising price level and for the period of pros- 
perity and therefore would it not follow that the armistice must 
usher in a period of depression? > The Federal Reserve Bulletin, 
itself, in its issue for January 1, 1919,° predicted that there 
would be a general reduction in prices, probably not to their pre- 
war level, but to something approximating it. The views of six 
leading American bankers on the future course of business were 
presented in the January 1919, issue of T'rust Companies. It 
was the general opinion of these men that interest rates would 
continue high, that liquidation would ensue and that prices would 
fall as war contracts were cancelled. During the first few 
months of 1919 it seemed that these predictions were to be justi- 
fied. The wholesale price index fell from 203 in November 1918, 
to 193 in February 1919.4 The movement of prices by groups 
of commodities is given in the following table: ° 


1See Friday, Profits, Wages, and Prices, p. 156. 

The Review of Economic Statistics, December 1919, p. 9. 
Testimony of Governor Strong before the Joint Commission of 
Agricultural Inquiry, Part 13, p. 682. 

In the Report of the Joint Commission of Agricultural Inquiry, Credit, 
Part II, p. 41, the statement appears: “It became apparent in August, 
1918, that the war would end with an allied victory. It was generally 
thought that the return of 4,000,000 men from the Army to industry, the 
conversion of war plants to purposes of peace, the relocation of em- 
ployees, and the general let-down from. maximum war production and 
reduction of export trade would bring about a condition under which 
defiation of prices would take place automatically.” 

2 See Cassel, Money and Foreign Exchange after 1914, p. 187. 

3P. 9. 

4 Monthly Labor Review, July 1922, p. 61. 

5 Ibid. 
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November, 1918 February, 1919 


Farm Products 225 216 
Foods 204 194 
Cloths and Clothing 241 210 
Fuel and Lighting 179 178 
Metals and Metal Products 191 170 
Building Materials ern 173 
Chemicals and Drugs 209 169 
House Furnishings 164 165 


The decline in these indices induced the Board to declare that 
business recession was the primary economic phenomenon of the 
moment in banking as well as in industry and that the process 
of liquidation had begun.* Production as measured by twenty- 
two basic commodities declined from 106 in November to 100 
in February.‘ As war industries were discontinued a consider- 
able amount of unemployment resulted. In December 1918, the 
percentage of unemployed: reported by the official figures of 
Massachusetts amounted to 9.8%, which increased to 13.4% in 
March.® Speculation on the New. York Stock Exchange likewise 
declined. Transactions in stocks in October amounted to over 
20,000,000 shares and during February to 12,000,000. The 
average price of Liberty Bonds fell during the same period from 
97.71 to 94.86; 1° of forty domestic bonds from 80.89 to 78.10, 
and of twenty-five railway and twenty-five industrial stocks from 
76.06 to 72.93.11 Bank clearings throughout the United Statés 
declined from $29,000,000,000 to $26,000,000,000.12 The loans, 
discounts, investments and deposits of the reporting member banks 
declined slightly. The amount of Federal Reserve notes in circu- 
~ lation declined, as did the per capita amount of money outside 
the United States Treasury and the Federal Reserve Banks. 
Exports of commodities fell off slightly. These facts will suffice 
to illustrate the course of business from November 1918, to 
February 1919. The trend was downwards, and business men 
felt sure that it would continue so for some time. 

The Course of Business through 1919. The year 1919 

6 Federal Reserve Bulletin, 1919, p. 108. 

7 Ibid., 1922, p. 1414. 

8 The Review of Economic Statistics, December 1919, p. 25. 

9 Standard Daily Trade Service, April 20, 1928, p. 17. 


10 Toid, 
11 Courtesy of the Reports Department, Federal Reserve Bank of New 


York. 
12 Standard Daily Trade Service, April 20, 1928, p. 17, 
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belied these early indications and was in all respects a distinct 
surprise. The downward movement of prices did not continue. 
The index number of wholesale prices in March stood at 196, 
or three points above the index for February. From then on 
prices advanced steadily with slight declines in September and 
October until they touched 247 in May 1920.t° The greatest 
advances occurred in cloths and clothing, and in building mate- 
rials, which reached 328 and 293 respectively. 

Prices on the Stock Exchange touched bottom on the 14th of 
February.'4 From then on, with but temporary recessions in 
March, June, and July, they rose steadily until the 12th of No- 
vember.!® ‘Transactions on the Stock Exchange which amounted 
to 21,000,000 shares during March increased to 37,000,000 in 
October.!® Street: loans increased from $773,000,000 on Febru- 
ary 21 to $1,518,000,009 on the 7th of November.'’ The 
average price of fifty stocks advanced from 72.93 in February 
1919, to 94.87 in October.'* The widespread unemployment 
which the months of January and February seemed to portend 
did not develop. Labor was greatly in demand. The dollar 
value of our export trade increased enormously. In 1919 Amer- 
ica’s “favorable” balance of trade amounted to $1,016,000,000 
and in 1920 to $2,950,000,000.19 Even on the basis of 1913 
prices, exports for 1919 were 18.6% greater and for 1920 
were 7.7% greater than exports for 1913.2° The loans and 
discounts of all banks, both state and national, exclusive of 
savings banks, rose from $21,950,C:)0,000 in June 1919, to $27,- 
368,000,000 in June 1920, an increase of $5,418,000,000 or ap- 


13 Monthly Labor Review, July 1922, p. 61. 

14 The Financial Review, 1920, p. xxvi. 

15 Tbid., p. 1. 

16 The Standard Daily Trade Service, April 20, 1923, p. 17. 
ae Hearing before the Joint Commission of Agricultural Inquiry, Part 

, p. 647, 

“Certain New York bankers have stated that they are loaning their 
funds on call at six and one-half per cent. ... Not only are New York 
bankers putting their own funds out on call but it is reported that there 
has been a steady flow of funds into the call market from interior in- 
stitutions.” The Review of Economic Statistics, Monthly Supplement, 
August 1919, p. 9. 


Funds were also sent down by Canadian banks to loan on the eall 
market. 


1s Courtesy of the Reports Department, Federal Reserve Bank of New 
York. : 


19 The Standard Daily Trade Service, April 20, 1923. 
20 Federal Reserve Bulletin, 1922, p. 334. . 
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- proximately 25%." The loans and investments of all report- 
ing member banks increased from $13,698,000,000 on January 3, 
1919, to $16,970,000,000 on June 4,1920. Federal Reserve notes 
during the same period increased from $2,648,000,000 to $3,127,- 
000,000 the discounts of the Reserve Banks from $1,830,000,000 
to $2,564,000,000. The reserve ratio declined from 48.3 to 
41.0%." -In addition to the decline of the reserve ratio 
another disquieting feature of the situation lay in the failure 
of physical production to increase. The mean of the monthly in- 
_dices of production prepared by the Federal Reserve Board, which 
amounted to 116% in 1917 and 101% in 1918, declined to 100% 
gra 91 9.73 

The year 1919 was characterized by unbridled speculation and 
an orgy of extravagance. The restraints of the war were re- 
moved. Money was spent wildly either in personal indulgences 
or in land and security speculation. Despite the extravagances 
of certain classes the great mass of citizens were not truly pros- 
perous. They were forced to pay higher and higher prices for 
the goods they consumed while their incomes lagged behind. The 
soaring price level was a function of an increasing volume of 
money and credit, the reasons for which we shall presently survey. 

Financial Operations of the Government Increased the 
Volume of Money and Credit after the Armistice. The 
financial operations of the Government were mainly responsible 
for increases occurring in the amount of money and deposit 
currency after the armistice. The needs of the Government did 
not terminate with the conclusion of hostilities. Expenses con- 
tinued to mount. Contracts had to be settled and the army and 
navy demobilized. Through 1919 the Government lost heavily 
~ in the operation of the railroads. Further, it made direct credit 
advances to the Allies amounting to over $2,000,000,000 to 
enable them to repatriate their troops, to close up contracts in 
America, and to purchase goods which they sorely needed. In 
- addition the United States sold to the Allies $685,000,000 
of army supplies on credit, expended $100,000,000 on re- 
lief work in Europe, and made $526,000,000 available to the Allies 
_ by purchasing their currencies to cover the expenditures of the 
American army abroad.?4 These funds the American Govern- 


21 Report of the Joint Commission of Agricultural Inquiry, Credit, 
Part II, p. 42. 

22 Federal Reserve Bulletin. 

23 Tbid., 1922, p. 1414. 

24 Vanderlip and Williams, The Future of Our Foreign Trade, p. 13% 
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ment secured partly through taxes but mostly through floating 
bonds and certificates of indebtedness,?? which were paid for 
from credit created in the same method as was followed during 
the war. 

America’s Unfunded Trade Balance. Through 1919 the 
Allies purchased 4897 millions of dollars worth of commodities 
in the United States most of which were either food prod- 
ucts or manufactured goods ready for consumption.”® While the 
greater part of these imports were financed through the credit ad- 
vances of the American Government, a part was financed through 
the flotation of foreign loans in America and a part through open- 
book account. During 1919 foreign nations floated four hundred 
thirty-six millions of dollars of securities in the United States.?7 
Furthermore, as the volume of exports grew, those interested in 
foreign trade became more enthusiastic and more willing to ex- 
tend credit on open-book account to European importers as well 
as to importers in other nations. It has been estimated that due to 
this practice America’s unfunded trade balance with Europe 
increased by 314 billions from January 1, 1919, to September 
15, 1920, and with the whole world increased from January 1, 
1919, to November 1, 1920, by 2.9 billions of dollars.°* Dr. 
Anderson has declared that this was the primary explanation of 
the credit expansion and of the high interest rates in America: 


The connection between the growth of the unfunded debt of Europe 
to private creditors in America and bank expansion in the United 
States seems clear and definite. Directly or indirectly, bank credit 
has carried, and is carrying, this unfunded debt. Loans made by 
American banks directly and simply to European importers are, 
no doubt, relatively small in volume. There has been a much larger 
volume of credits extended by American banks to European im- 
porters on the guaranty of responsible European banks, particu- 
larly British banks. A larger part of the unfunded debt is prob- 
ably immediately carried by American exchange speculators. A 


25 Professor Hollander has declared that the Treasury preferred to 
obtain funds in this comfortable manner rather than undergo the effort 
of raising taxes or of resorting to funding operations. Inflation, p. 256. 

26 Siath Annual Report of the Federal Reserve Board, p. 24. 

27 Vanderlip and Williams, The Futwre of Our Foreign Trade, p. 20. 

28 Williams, The Foreign Trade Balance of the United States since the 
Armistice, p. 31. 
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yet larger part is probably carried directly by American producers 
and exporters, who have tied up working capital in advances to 
Europe.”° 


The Federal Reserve Board expressed itself as opposed to the 
financing of our foreign trade by commercial banks in this 
manner when resort should really be had to the securities 
markets.°° Funds were extended to Europe during 1919, then, 
_ through Government loans, open-book accounts, and the purchas- 
ing of their securities and currencies. In the latter a wild 
speculation ensued. Through the creation of credit in this 
manner Europeans were enabled to demand goods in America 
and as these credit extensions were not the result of saving or of 
economy in the United States, prices soared. 

The Floating of Government Obligations in 191g. As 
stated above, the expenditures of the Government through 1919, 
were secured largely from loans. The peak of the public debt 
was reached on August 31, at which time the short-term debt 
amounted to 9247 millions, the bonded indebtedness to 16,219 
millions, and the total interest-bearing debt to 26,349 millions of 
dollars. The Victory Loan had been floated in the Spring, from 
April 25 to May 10. In anticipation of this loan there had been 
ten issues of certificates of indebtedness amounting in the aggre- 
gate to 6158 millions of dollars. Certificates were not issued 
again until the Ist of August. From then until May 17, 1920, 
eight issues were offered, totalling 2387 millions of dollars. In 
addition to these issues some 6438 millions of dollars of certificates 
were issued through 1919 and 1920 in anticipation of income and 
excess profit taxes.*? It was not until January 1920, that the 
Treasury was able to reduce its floating indebtedness to manage- 
able proportions.*? 

In line with its previous policy, the Treasury floated the 
Victory notes at low rates of interest though not so low relative 
to market rates as the rates borne by the Liberty bonds. The 
notes were offered at two rates, 434% and 334%, the latter 


29 Anderson, Three and a Half Billion Dollar Floating Debt of Europe 
to Private Creditors in America, p. 15. 

380 Siath Annual Report of the Federal Reserve Board, p. 25. 

31 Finance Report, 1922, pp. 470, 471 and 476-477. 

It is interesting to note that the peak of the Civil War debt was reached 
in August 1866, a year after its close. 

32 Leffingwell, Treasury Methods of Financing the War in Relation to 
Inflation, p. 17. 
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being the rate borne by the notes exempt from taxes. At the 
time of the flotation of the Victory Loan, the yield on ten selected 
railroad bonds equalled 5.31% ; interest rates in New York on 
four-to six-months commercial paper were 5.50%, and on sixty- 
to ninety-day paper were 5.387% ; while the Canadian fives of 
1921 were being sold to yield 5.1%.°* The Treasury Depart- 
ment was unwilling to float the Victory notes at current rates for 
fear that if this were done great pressure would be exerted to 
refund the Liberty bonds on the basis of the new rates in order 
to prevent their depreciation. It might also have precipitated 
a liquidation of other than government securities and have .de- 
preciated the investments of saving banks, trust companies, and 
insurance companies. The Victory notes were floated at low 
rates and in the same manner as the previous loans to permit 
inflation in the interests of the Government and its bondholders. 
Some officials felt that a little inflation might be a desirable 
thing. They argued that it would help readjust business to a 
peace basis and would aid in absorbing the men discharged from 
the army and navy. The Reserve Banks were again compelled to 
coéperate and to maintain their discount rates on a commensurate 
level. It is rumored that the Reserve Banks entered into a 
gentlemen’s agreement with commercial banks to carry their 
subscriptions and their customers’ subscriptions to the Victory 
Loan for six months at rates of interest equal to those borne by 
the notes. The policy of the Reserve Banks thus continued to 
be subordinated to the dictates of the Treasury Department.** 
The Reserve Banks were still financing the war. ~ 

Reserve Banks Could Not Exercise Rate Control. The 
financial policies of the Government prevented the Reserve Banks 
from exercising credit control in 1919 through increases in their 
rates of discount. Had the Treasury floated the Victory notes 

33 The Review of Economic Statistics, 1920, p. 144. 

34 The Federal Reserve Board stated in its Fifth Annual Report (p. 87) 
that the discount rates ofi the Reserve Banks must continue to be fixed. 
with regard to Treasury requirements until war obligations had become 
digested and the assets of the Reserve Banks restored to a commercial 
basis. Saving and economy, the Board declared, would be necessary for 
the absorption of the war bonds. 

In this connection Professor Sprague has said: 

“But even if the Federal Reserve Board had been convinced that the 
after-the-war financial policy of the Treasury was unwise, as to which 
there is no evidence one way or the other, I do not think the Board could 
have refused to cooperate in executing that policy, taking an independent 


course and making a sharp advance in discount rates.” The Discount 
Policy of the Federal Reserve Banks, p. 22. 
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and certificates of indebtedness at market rates and had they 
been sold to the ultimate investor, the Reserve Banks would not 
have been called upon to continue the process of “manufacturing” 
credit. Their rates could have been advanced sufficiently high 
to control credit expansions. The temporary period of defla- 
tion would have been prolonged and the post-war rise in prices 
would have been prevented. As prices fell in America the foreign 
exchanges, as soon as the “pegs”? had been removed, would have 
immediately sought their natural levels. With the adoption of a 
sound monetary and banking policy by the United States the 
Alhes would have been more willing to inaugurate similar 
measures.*> The saturnalia of speculation would have been pre- 
vented. It is true that the Government might have been forced 
to refund the Liberty bonds but the avoidance of the era of 
inflation would have fully compensated for the increased interest 
charges.®® 


35 Professor Cassel feels that the weak discount policy adopted by the 
United States postponed in Europe the adoption of sound monetary pol- 
icies. “The all too weak discount policy adopted by the United States 
has without doubt had a strong influence upon Europe. As the internal 
value of the dollar was so considerably reduced, the internal depreciation 
of the European currencies in operation at the same time did not stand 
out in so serious a light as it would otherwise have done. In Europe it 
was possible with some success to put the blame on ‘the international 
rise in prices’ and thereby detract public attention from the renewed 
process of inflation which was going on. Further, with a sound monetary 
policy in America, a policy which would have maintained unaltered the 
internal value of the dollar, the dollar exchange rates would have risen 
in Burope in a far more disquieting way than was now the case. Thus, 
even from that point of view, the monetary policy of the United States 
during 1919 contributed towards lulling Europe into a sense of security, 
which was inevitably followed by a particularly rude awakening.” Cassel, 
Money and Foreign Exchange after 1914, p. 199! 

36 Professor Patterson has expressed himself in the following terms with 
regard to the Government’s policy: “To place restraints upon the ex- 
pansion from 1918 to 1920 would have been difficult, and, even if practical 
and desirable, would have called for a very high degree of wisdom and 
courage. It is the opinion of the writer that our government was very 
unwise in its decision to float its war issues of bonds and certificates of 
indebtedness at such low rates of interest. When so large an amount of 
saving was needed much higher rates would have been better. The low 
rates actually offered kept the general security market quiet. for a con- 
siderable time, but such a policy inevitably meant a rise in prices that 


‘injured the general public, including holders of securities, far more than 


would the offer of higher rates on the new government issues. Never- 
theless, the policy was adopted, rates were kept down and the Reserve 
Banks were and still are the fiscal agents of the government. So long as 
they are the fiscal agents the way in which they perform their other func- 
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The Course of the Bank Rate, January 1919, to May 1920. 
As had been the case during the war, there were but minor 
discrepancies in. the rates of discount charged at the various 
Reserve Banks. For this reason the rates in force at the Federal 
Reserve Bank of New York are presented on p. 223 as typical.?* 

The most startling fact revealed by this table is that 
preferential rates on trade acceptances were abolished on the 
30th of December 1919. Considering the quality of the trade 
acceptance in America and the abuses which had crept into its 
use, this was a very wise step. On the same date were abolished 
the preferential rates on war paper which had existed from 
America’s entrance into the war. The rates on commercial and 
war paper remained the same until January 23, 1920, when com- 
mercial paper rates were raised above the rates prevailing on war 

paper and the differential was thus reéstablished. Another point 
of interest is that the preferential rates on commercial paper 
maturing within fifteen days were eliminated on November 8, 
1919, and all maturities of commercial paper thereafter were dis- 
counted at the same rate. It might be remarked that to increase 
the liquidity of the portfolios of central reserve banks it is de- 
sirable to discount short-term commercial paper at rates lower 
than those prevailing on paper of longer maturities. Up to Jan- 
uary 23, 1920, the rates on agricultural paper were slightly higher 
than rates on commercial paper but thereafter they were dis- 
counted at the same rates. On December 30, the rate on bankers? 
acceptances was advanced to equal the rate prevailing on com- 
mercial paper, but as the increases in the commercial paper rates 
on January 23 were greater than the increases in rates pre- 
vailing on bankers’ acceptances, rates on the latter from that 
date on ruled at a lower figure. A strange fluctuation occurred 
in the rates on purchases of acceptances. On January 23 the 
minimum rate was raised from 4% to 514% and then on February 
6 lowered to 5%, which is the only case through this period in 
tions must be affected by this relationship.” (Hapansion and Contraction, 
pp. 160-161.) The Joint Commission of Agricultural Inquiry reported 
that had the Reserve Banks been free to raise their rates during the Spring 
of 1919 much of the inflation, expansion and speculation which charac- 


terized the following twelve months would have been prevented. 
(Credit, Part IT, p. 44.) 


37 Discount Rates of the Federal Reserve Banks, pp. 6~7. 
The writer discovered some slight discrepancies in the data given in the 
Annual Reports of the Federal Reserve Board and in Discount Rates of the 


Federal Reserve Banks, and was informed that the data given in the latter 
are correct. : 
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which a rate was lowered. In the case of war paper it is of 
interest that from January 23 rates on paper secured by Treas- 
ury notes and certificates of indebtedness ruled from 12 to % of 
1% below rates on paper secured by Liberty bonds and Victory 
notes. On the surface there seems to be no justification for this 
difference. Some time in January the Reserve Banks seemed to 
have been freed of Treasury domination, for on the 23rd of the 
month rates on commercial paper were advanced from 434% (the 
rate borne. by the Victory notes) to 6% and rates on paper 
collateralled by Liberty bonds and Victory notes from 434 to 
516%. 

Throughout this period the rates established by the Regional 
Banks were maintained below those prevailing in the market. 
This was true even after the Reserve Banks had been freed from 
Treasury control and when their policies should have been guided 
by the long established principles of central bank practice.*® 
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CHART XX: FLUCTUATIONS oF THE BANK RATES IN NEw YorkK AND 
CHICAGO COMPARED WITH FLUCTUATIONS IN Marker RArTEs. 


Changes in Rates in England and the United States Com- 
pared. Comparing the fluctuations in rates of discount at the 
Bank of England and the Federal Reserve Bank of New York we 
find that changes in the British rate occurred some weeks be- 
fore changes in the American. The British rate was raised from 
5% to 6% seventy-eight days before the American rate was 


8° Source: Interest tables appearing in the Federal Reserve Bulletin. 
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raised to 6%, and was raised from 6% to 7% forty-six days be- 
fore a similar rise occurred in the American rate. All of which 
leads one to conjecture that the example of the British in raising 
their rates had an effect upon rate changes in the United States. 
The heights attained by these two rates exhibit a striking 
similarity. Could it be that a working arrangement of some sort 
had been effected between them or was this all a mere coin- 
cidence? *° 


CHANGES IN THE BANK RATES IN EHNGLAND AND IN THE UNITED STATES 


Date on which Bank of England Federal Reserve Bank 
rate was put (Minimum of New York (90-day 
into effect rate) commercial paper ) 

Dane Lg, 5% 434% 
November 6 6 ater 
Jan. 23, 1920 oF: 6 
April 15 ve San 
June 1 ae 7 


Holdings of War Paper by Commercial Banks. Through- 
out this period, as during the war, the commercial banks of the 
country were called upon to assist the Treasury in its financial 


operations, in floating the Victory notes and certificates of in- 


debtedness. As shown by the accompanying table, United States 
securities owned by all the reporting member banks reached a 
peak on May 2, 1919, and loans secured by government way 
obligations reached a peak on the 6th of June. Throughout the 
second half of the year both figures declined appreciably. This 
resulted in part from efforts wisely made by the Reserve System 
to induce member banks to rid themselves of their war paper. 
It. was realized that only in this manner could they once again 
become truly commercial banks. Unfortunately the total loans 
and investments of the reporting member banks did not decline as 
their holdings of war paper decreased. While the amount of 
United States securities which they owned and the loans secured 


40 Professor Cassel declares that Bank rates in England as in America were 
too low through this period. Money and Foreign Exchange after 1914, p. 189. 
For effects of low bank rates, see ibid., pp. 119-12]. 

In his testimony before. the Joint Commission of Agricultural Inquiry, 
(Part 13, p. 312), Governor Harding declared that the English and Amer- 
ican bank rates followed one another without any prearrangement. 
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by United States war obligations declined by over 600 millions 


of dollars, their total loans and investments increased by 2.2 
billions of dollars.‘ 


HOoLpINGS OF WAR PAPER BY REPORTING MEMBER BANKS 


I II III IV V 
Number of Total Loans secures 
reporting Geiss by U. 8. Total 
member securities war obli- loans and 
Date banks owned gations investments 


(000 omitted) 


1919 
Jan. 38 763 $2,363,291 $1,220,040 $13,697,800 
Feb. 7 itt 2,466,277 1,198,353 13,670,641 
Mar. 7 771 2,934,263 1,133,193 14,136,628 
April 4 773 2,757,031 1,106,751 14,082,076 
May 2 71 3,267,147 1,085,333 14,679,331 
June 6 + 770 2,868,467 1,420,581 14,945,429 
Falves 773 2,255,817 1,369,948 14,499,413 
Aug. 1 770 2,386,304 1,353,109 14,797,075 
Sept. 5 174. 2,557,102 1,294,285 15,233,162 
Oct. 8 176 2,197,934 1,318,944 15,391,442 
Nov. 7 783 2,042,127 1,141,049 15,570,591 
Dee. 5 796 2,019,281 1,028,107 15,438,920 
1920 

Jan. 2 798 2,000,983 1,294,409 16,695,218 
Feb. 6 804 1,810,590 1,196,200 16,608,565 
Mar. 5 808 1,711,610 1,188,602 16,740,952 
April 2 811 1,605,890 1,154,228 16,914,993 
May 7 810 1,673,828 1,077,164 16,893,793 
May 28 814 1,684,364 1,061,590 16,946,112 


Discount Operations of the Reserve Banks. The Reserve 
Banks discounted approximately twice as many bills in 1919 as 
in 1918. In 1918, 39,753 millions of dollars. of bills were dis- 
counted for member banks while in 1919, 79,174 millions of 
dollars were discounted. Of the paper discounted in 1919, 74 
billions was war paper, i. e., either the collateral notes of member 
banks secured by government obligations or the paper of their 
customers so secured. Of the war paper discounted, the New 
York and Philadelphia banks took 69% while of the total bills 
discounted these two banks took 67%. The average maturity 


41 Source: Sixth Annual Report of the Federal Reserve Board, pp. 19-20. 
- Seventh Annual Report of the Federal Reserve Board, pp. 82-83, 
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of all the paper discounted ranged from 7.2 days at the New 
York Bank to 23.41 days at the Kansas City Bank. For the 
whole country the average maturity was only 10.18 days, due 
to the preponderance of advances for fifteen days or under, a 
large proportion of which was renewed again and again. Ex- 
cluding this fifteen-day paper, most of the paper discounted 
matured from within sixty-one to ninety days. During 1919, 125 
millions of dollars of agricultural and live stock paper was dis- 
counted as compared with 156 millions in 1918. Of the 
agricultural paper discounted 87.3% was taken by the Federal 
Reserve Banks of Kansas City, Dallas, Chicago and San Fran- 
cisco. Philadelphia discounted none of this paper and New York 
and Boston but 40 of 1% each. In 1918 discounts of trade ac- 
ceptances had amounted to 187 millions but in 1919 they declined 
to 188 millions of dollars of which the Boston, New York, Cleve- 
land and San Francisco Banks took the greater part. Of the 79 
billions of dollars of paper discounted, national banks submitted 
63 billions and member state banks, 16 billions. In the following 
tables data covering the rediscount operations of the Reserve Sys- 
tem through 1919 and the first five months of 1920 are given.*? 


REDISCOUNT OPERATIONS OF THE FEDERAL RESERVE BANKS—1919 
(000 omitted) 


Paper maturing within Agriculture 

Federal and Live | Trade 
Reserve 15 16-80 31-60 61-90 Stock Accept- 
Bank of days days days days Paper ances 
Boston $4,131,616 | $ 48,748] $ 90,639] $ 404,821) $ 74 |$ 10,821 
New York 41,769,720 44,814] 139,747 495,133 ts 57,138 
Philadelphia | 10,561,289 18,288 32,484 124,423 12 3,103 
Cleveland 2,982,293 31,006 53,825 58,888 334: 14,091 
Richmond 3,959,083 40,366 51,059 78,746 1,689 9,082 
Atlanta 1,856,690 23,812 50,268 70,943 4,065 8,234 
Chicago - 4,067,883 85,623} 168,592 217,167 17,047 6,581 
St. Louis 1,972,615 25,203 37,515 64,087 1,210 7,946 
Minneapolis 551,500 17,490 43,9438 40,159 8,428 565 
Kansas City 1,328,428 27,620 64,495 82,811 52,243 7,486 
Dallas 1,113,886 12,095 32,866 40,491 25,608 1,887 
San Francisco} 1,886,883 12,558 26,383 60,750 14,488 10,840 

Total $76,131,886 | $387,563 | $791,395] $1,737,920] $125,285 $188,420 


42 Sources: Sixth Annual Report of the Federal Reserve Board, pp. 157- 
180. Federal Reserve Bulletin, 1920, pp. 305, 412, 529, 640, 737. 
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ToraL Brr~ts DiscouNntTEep BY MoNnTHS 
(000 omitted ) 


- 1919—January $5,994,382 1919—October $8,060,318 
February 4,980,936 November 7,414,498 
March 5,473,564 December 7,290,873 
April 5,901,402 1920— January 6,241,271 
May 7,385,833 February 6,517,489 
June 6,328,912 March 6,970,331 
July 7,188,435 April 6,229,741 
August 6,433,662 May 6,135,984 
September 6,762,155 


Banks Rediscounting. A much larger proportion of the 
membership of the System was accommodated in 1919 and in the 
first five months of 1920 than in 1918. In May 1920, 4645 banks 
rediscounted paper with the Reserve Banks, a number equal to 
49.8% of the total membership. The largest number rediscount- 
ing 1918 had been 3667 in November.** 


Number of ; Number of Percentage 
member banks of membership 
banks. accommodated | accommodated 

1919 January 2 oct sk: ners oes Se Se 8713 3316 38.1% 
MEDRWAL Vasrsorsans orci haee mere terse terrae 8748 8091 85.3 
Mabehdim ent th notes Cte 8761 3575 40.8 
April Se SIRE cn th ace 8786 3875 44.1 
May HSPs. cine sss Oe eee 8817 40385 45.8 
JUNG: Lees sv ardee eater tec eke rete 8838 4047 45.8 
Duly OMe. . es See 8876 3685 41.5 
Aight ok nr Neer ee 8904 3460 88.9 
September eee, 2 eee 8983 3722 417 
October 72s, ae 8977 3839 42.8 
November .....¢ ss ieeac, ee 9009 3649 - 40.5 
Decembern cat acaecon tee 9069 3659 40.3 

IPE A CONEY So csi aie doudos nou be 9112 3461 38 0 
Rebrogryes he hecn..cuteia cutee eres 9161 3338 26.4. 
Matebtt? oc hae tot oie emetic 9227 3670 39.8 
PW OH eran tin OD ORRIN om ooo als 9271 4175 45.0 
May Chieice Site coe ree ee 9329 4645 49.8 


Open-Market Operations of the Reserve Banks. In the 
following tables the open-market operations of the Regional 


43 Source of table: Sixth Annual Report of Federal Reserve Board, p. 180. 
Federal Reserve Bulletin, 1920, p. 1346. 
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Banks through 1919 and the first five months of 1920 are given: ** 


OpEN-MARKET OPERATIONS OF FEDERAL RESERVE BANKS 
(000 omitted ) 


Acceptances| Purchased (Gi isye Municipal 
fr 
Bankers’ Trade Securities Warrants 
1919—January $ 198,460 $ 3,032 $ 829,461 $1000 
February 144,655: 2135 326,473 
March 139,417 4,244 88,860 
April 137,278 3,361 83,843 
May 145,754 1,896 86,623 
June 290,270 1,645 151,086 
July 274,816 1,669 232,905 
August 192,786 1,425 180,874 
September 202,275 Zhe 1,870,088 
October 330,273 4,989 72,453 
November 337,009 3,687 56,887 
December 395,627 5,081 758,366 
Total $2,788,619 $36,558 $4,737,919 $1000 
1920—January 299,746 2,706 642,594 
February 296,959 3,349 304,301 
March 298,459 4,901 1,496,408 
April 240,704 6,890 997,144 
May 270,498 3,739 42,723 


MATURITIES OF PURCHASES OF ACCEPTANCES IN 1919 
(000 omitted) 
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ORIGINS OF BANKERS’ ACCEPTANCES 
(000 omitted) 


oo le ee a ee 


In the foreign trade ...---.+-+++sesseeere: $2,020,888 
In the domestic trade .....-++-++++-++--°:* ~ 756,425 
Dollar exchange ......+---seesoseeerss tes 11,306 


ee 


In 1919 purchases of bankers’ acceptances were a billion 
dollars greater than in 1918. Of the bankers’ bills purchased 


44 Sources: Sixth Annual Report of the Federal Reserve Board, pp. 181, 


184, 208 and 209. 
Seventh Annual Report of the Federal Reserve Board, p. 174, 
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five-sevenths originated from foreign trade transactions. Data 
presented in the Sixth Annual Report of the Federal Reserve 
Board show that the largest amount matured from within sixty- 
one to ninety days.*® Purchases of trade acceptances declined. 
In 1918, 61 millions were bought as compared with 37 millions of 
dollars in 1919. Of the acceptances, both trade and bankers’, pur- 
chased by the System, the New York Bank took 437%, Boston 
18%, San Francisco 12%, and Chicago 10% of the total. It is 
an interesting fact, as shown by the accompanying table, that the 
average rate charged on purchased paper through 1919 was higher 
than the average rate on discounted paper.*® 


AVERAGE Rate CHarcep ON 
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Normally in central banking the opposite is true. 
United States securities in 1919 were over a billion 
1918. Only $1000 worth of municipal warrants wer 
and those by the Atlanta Federal Reserve Bank. 

The most serious error committed by the Reserve Banks in their 
open-market operations, through 1919, assuming of course that 
administrative compulsion forced them to buy government 
securities, was their heavy purchases of bankers? acceptances. In 
spite of the rapid rise in prices during 1919 their purchases of 
acceptances in that year exceeded by a billion dollars their 
purchases in 1918. In releasing their funds in this manner the 
Reserve Banks simply added to the purchasing power media out- 
standing and thereby promoted the rise in prices. The Reserve 


45 The report, however, gives the avera 
46 Sivth Annual Report of the Feder 
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Banks had complete control over purchases of acceptances and 
they alone are to be held responsible for increasing their open- 
market operations during a period of rising prices. These 
purchases they would probably justify as attempts to assist our 
foreign trade *7 and the development of a discount market in 
New York. During a periéd of rising prices the importance of 
both pales beside the importance of maintaining a stable price 
level. If stability of the price level is ever to be realized, if 
cyclical fluctuations are to be reduced, the Reserve Banks must 
_ cease participating in the open-market during the upward swing 
of the price cycle, otherwise their funds will only stimulate the up- 
ward movement. : 

Inter-District Rediscounting. Throughout 1919 the redis- 
counting of commercial paper and the selling of acceptances 

was continuous. Sales of acceptances amounted to $739,499,000 
and rediscounts of commercial paper to $2,658,254,000.4% The 
acceptances which were sold had been purchased by the New York 
Federal Reserve Bank, under an agreement approved by the Board, 
for the account of the Cleveland, Chicago, Minneapolis, Kansas 
City and San Francisco Banks. The principal rediscounting Re- 
serve Banks were New York, Richmond, Philadelphia, Dallas and 
Boston. The borrowing banks were thus located, for the most 
part, in the industrial sections of the East. In addition to sales of 
acceptances the chief reasons for the inter-district movement of 
funds were the fiscal operations of the Government, seasonal re- 
quirements and the credit needs of the industrial sections. Indus- 
tries were to an increasing extent calling upon their banks for 
funds and they in turn resorted to the Reserve Banks. The chief 
lending Banks were Chicago, Minneapolis, Cleveland, San Fran- 
cisco and St. Louis.*® 

The policy of the Board in inter-district rediscounting has 
been to equalize the reserve position of the Regional Banks. From 
the following table it will be noted that the reserve percentage of 
the Federal Reserve Banks of Boston, Philadelphia and New 
York would have fallen below the legal minimum had it not been 
for the inter-district movement of funds.°° 

47In this connection it might be noted that in so far as the purchases of 
acceptances raised prices in the United States and raised them above prices 
prevailing in foreign countries, America’s export trade was injured. 

48 Sixth Annual Report of the Federal Reserve Board, p. 7. 

49 Thid. 


50 Sixth Annual Report of the Federal Reserve Board, p. 8. 
On the twenty-seventh of February 1920, the United States Treasurer 
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erode eS OF THE TWELVE FEDERAL RESERVE BANKS, ALSO AMOUNT OF 
PER REDISCOUNTED WITH OR SOLD TO AND HELD BY OTHER FEDERAL RESERVE 
BANKS AS AT CLOSE OF BUSINESS, DEC. 26, 1919 


Ratio of total reserves to com- 
bined net deposit and Federal 
Reserve note liabilities 


After adjustment 
of reserves by 


deducting 
amount of bills 
rediscounted 
Bills redis- | Bills discounted with or sold to 
Renks counted for or purchased other Federal 
with or from other F'ed- Reserve Banks 
sold to eral Reserve and adding 
other Banks Actual amount of bills 
Federal discounted for or 
Reserve purchased from 
Banks other Federal 


_ Reserve Banks 
(000 omitted) 
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Minneapolis... | .....- 39.4 39.4 
Kausas City. . 13,900 9,805 43.1 41.38 
EIy AN NeoPa Warnes 6: aurea. j|pope wes Suis y's aloes 49.4 77.0 
Same rancisG@s| -...2.. 15,265 54.9 59.3 


deposited $50,000,000 in standard silver dollars with the Federal Reserve 
Bank of New York to help build up its reserve ratio. In commenting upon. 
this the Board, in its published statement for the week ending Feb. 27, 
said: 

“Gold reserves (of the system) show a further reduction of about three 
millions, while the increase of over fifty millions in other reserve cash rep- 
resents largely a transfer of silver accumulated by the Treasury with a view 
to meeting Oriental demands. Silver so transferred will gradually be used 
for that purpose by the New York Federal Reserve Bank, which is con- 
ducting the operation under the direction of the Federal Reserve Board. 
Meanwhile the transfer serves to replenish the balance of the Treasury with 
the New York Bank in anticipation of March 15, demands without calls upon 


depository banks.” 
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Through 1919 the rates charged on inter-district rediscount- 
ing were fixed for each transaction at the time of its occurrence, 
In establishing these rates the policy of the Board has generally 
been to set the rate higher than the Bank rates prevailing at the 
Regional Bank receiving the accommodation. If it has been found 
desirable to charge the borrowing Reserve Bank more than it 
charges its member banks, why is it not equally desirable, one 
might inquire, for the Reserve Banks to charge the member banks 
more than they charge their customers, i.e., for the Bank rates 
to rule above the market? 

Decline in the Percentage of Reserves. The increase in the 
discount and open-market operations of the Federal Reserve 
System during 1919 was primarily responsible for the decline in 
its reserve percentage. Though heavy exports of gold did occur, 
as shown in the accompanying table, they were not the principal 
cause of the low reserve percentages.”! 


. Exports AND Imports or GOLD 
Jan. 1919—May, 1920 
(000 omitted) 
Exports Imports 


LO1O.  ANUAT YK areltan clea a Oe le ee On tonne 3,396 2,113 
Hebruary ice. cnntocen coe ee eee 3,110 3,945 
IMisir Chia. ators occ Sees ea DO eee 7,808 10,481 
AOTUL GE 5.85 eke a arace. baits ie area Gapene ee ee ot Re Nee 1,770 6,692 
EBS? 0 3 ot Ss tie epee hati Bete oe ae ee 1,956 1,080 
PTE aS ictal aus iota xan eae Gears eea ed ae eee ee . 82,973 26,134 
DULY: dss 2 aicieyerian’s of cgelederape: wrote cali ara ae Oe 54,673 1,846 | 
August | eactg.< oubcehaie 1oHO ous aveiavans\ ol aeeteTn Chote overeat 45,189 2,490 
Septem bere oo crcdeteisretle- ocvecnere ee ee eee 29,050 1,472 
October> F-yoeupyse a eahs © oat ee oe 44,149 4,970 
November 1 seam atria + ae rte Se 51,858 2,397 
Decembers) ) sé)c.cnt sce entree Serer ee 46,257 12,914 


For the entire year 1920, the System’s cash reserves other than gold in- 
creased $131,000,000, of which $98,000,000 was in this bank. In commenting 
on the movement of reserves and reserve ratio of the System in 1920, the 
Board said in its Annual Report for that year (p. 46) : 

“Total Cash reserves show an increase of 128 millions, or from 2,121 
millions on January 2 to 2,249 millions on December 31, a larger gain in 
other cash reserves arising chiefly from deposits of silver dollars by the 
Treasury being partially offset by a loss of four millions of gold.” 

The New York Bank was penalized an amount equal to $23,301.10 for de- 
ficiency in reserves during 1920. (Annual Report of the Federal Reserve 
Bank of New York, 1920, p. 39). 


*1 Source: Monthly Summary of Foreign and Domestic Commerce of the 
United States, 
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Exports Imports 
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Through 1919 the net loss of gold amounted to $291,651,000, the 
larger part of which flowed to Japan, Argentina, Spain, Hong- 
kong, China, India, Mexico, Venezuela and Uruguay, countries 
with which America had had adverse balance of payments during 
the war. Some of the members of the Board were very much 
elated over this efflux feeling that it would induce a contraction 
of credit in the United States. Whether it would or not was 
dependent, of course, upon the discount and credit policies of the 
Reserve Banks, and because these were unchanged the outflow of 
gold did not result in the hoped-for contraction. The ratio of 
total cash reserves to net deposits and Federal Reserve note 
liability combined declined from 51.3% on January 3, 1919, to 
42.2% on May 14, 1920. The cash reserves had in the mean- 
while declined from 2152 to 2078 millions, while note and deposit 
liabilities had increased from 4199 to 4922 millions of dollars. 

Summary. The economic situation which had developed 
through 1919 in America was such as needed careful supervision 
and restraint. The speculative spirit which had been held in 
abeyance during the war was released. As the Government with- 
drew from the market as a heavy borrower, the released purchas- 
ing power and additional funds borrowed from the Reserve Banks 
were employed by traders and banks in marking up the price of 
land, securities, and commodities.°2 It was not employed in 
furthering production or distribution but in the hoarding of goods 
and in speculation. Increases which had taken place in the price 
level did not arise from any real scarcity of goods nor from a 
dislocation of industry but were the direct result of a growth in 
money and credit. It was these increases in purchasing power 
media which had made effective the desire of the Government, of 
traders, of speculators, and of foreigners, for goods and securities, 
Whether increases in credit engendered the rise in prices, which 
was itself the cause of a greater need for money, or whether in- 
creases in both credit and money led to a rise in the price level, 

52 Monthly Review of Credit and Business Conditions, Federal Reserve 
Bank of New York, November 20, 1919, p. 1, and Annual Report of the 
Comptroller of the Currency, 1919, p. 1107 and 1920, p. 94 


ae 
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sufficient it is to state that the methods followed by the Govern- 
ment in securing funds, abetted by the discount policy of the 
Reserve System, were responsible for the increase in the purchas- 
ing power media which was itself the primary cause of the rise 
in prices. A theory of prices is a necessary prerequisite for the 
formulation of a discount policy. Our concept of the effective- 
ness of Bank rates as regulators of credit expansion is necessarily 
dependent upon the reasons which we hold responsible for price 
fluctuations. Because of the importance of price theories and 
their bearing on the discount policies of central banks, we shall 
now make a survey of the price theories of the Federal Reserve 
Board. 


‘“~ Price Theories of the Federal Reserve Board. As we read 


the official organs of the Federal Reserve Board we are struck by 
the fact that the Board has not consistently sponsored any one 
theory of prices. At one time the members seemed to be ex- 
ponents of the quantity theory, at another they would declare 
quite definitely that increases in money and credit are the result 
of rising prices and not the cause. The only reference to in- 
flation in the 1916 Bulletin is an editorial explaining that the 
expansion of the currency during the previous year was not 
caused by an increasing volume of Reserve notes but was the 
result of an increase in the monetary gold stock of the country.*? 
In 1917, the Bulletin itself has nothing to say on inflation but 
reprints, evidently with approval, an article entitled, “The 
Progress of Inflation,” which had appeared in the London 
Economist.°* The Economist took the stand that inflation in 
England had been caused by the multiplication of legal-tender 
money and bank credit. It emphasized the elementary principle 
that the value of a thing is not improved by increasing its 
volume and that the rise in prices had increased the cost of the 
war to the British people and had depreciated the pound sterling. 

In an explanation of the high prices prevailing in 1917, the 
Board, in its Fourth Annual Report, laid emphasis on the fact 
that able-bodied men had withdrawn from their occupations, that 
industry had suffered dislocation, that overseas trade had been 
partly suspended, and that a shortage of commodities existed, 
but it added that it was not unmindful of the effect of the growth 
of credit upon prices.*> Once for all let us get rid of the fallacy 


22%, 2125 
54 PP. 375-377. 
55 P. 17. 
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that a dislocation of industry and a shortage of commodities 
were the cause of the rising price levels throughout the world 
from 1919 to 1920. Measuring the commodities available for 
consumption by a production index, we find by referring to the 
index prepared by the Federal Reserve Board that this was higher 
in each of the war years than in 1914.°° It is true that our ex- 
ports to Europe increased and thereby reduced the stock of goods 
which would have been available for domestic consumption, but 
America’s exports did not increase to an extent which would ac- 
count for a rise in the price level of 126% from 1914 to 1920. To 
assert that this rise in prices was due entirely to a shortage of 
commodities is to assert that production in the United States 
through the war declined to 44% of its 1913 level. Production 
actually increased. Since changes in the denominator of the 
equation of exchange do not explain the inflation which has 
occurred, changes in the amount of money and deposit currency 
must. In this connection let us quote Professor Cassel: °* 


The popular idea that a shortage in commodities could, cause a rise 
of prices which would necessitate the creation of more money is 
obviously a fallacy. Popular explanations of the rise of prices 
generally start from such factors as the high costs of transporta- 
tion, the prohibition of imports, the diminished output of labor, 
ete. Such factors can obviously have an influence on the general 
level of prices only in so far as they contribute to a decrease in the 
total mass of commodities. 


Beginning with 1918 the Bulletin devoted an increasing amount 
of space to the causes and nature of the rising price level in 
America. In its April issue *® a warning was’ sounded against 
undue reliance on the banking institutions of the country as a 
means of sustaining long-term’ financing. Such dependence, 
stated the Board, would necessarly result in the creation of bank 
credits protected not by short-term self-liquidating paper but 
by the securities offered as collateral. The consequences of such 
practices, unless accompanied by curtailed consumption, would be 
advancing prices. In its June issue *® the Bulletin declared that 
a rise in prices resulted when currency, whether in the form of 

56 Mederal Reserve Bulletin, 1922, p. 1414. 

57 Some Leading Propositions for an International Discussion of the World’s 
Monetary Problem, p. 261. 


58 P, 249. 
59 P, 486, 
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money or credit, increases at a faster rate than the volume of 
current available goods. This declaration is practically a state- 
ment of the quantity theory. 

Relation between Federal Reserve Notes and Prices. Be- 
ginning in October 1918, the Bulletin set out upon its campaign 
of proving that Reserve notes were not the cause but the effect of 
a rising price level, the identical theory held by the directors 
of the Bank of England in 1810.®° Inflation occurs when loans 
are made on some other basis than current production, the 
Board declared, and whatever inflation there may be can not be 
attributed to overissues of Reserve notes.®' That the Board 
did not deviate from this stand is evident from the following 
quotations : 


3 


. whatever inflation of prices may be said to 
October 1918 exist cannot properly be said to have been in- 
duced by overissue of Federal Reserve notes.: 
. . the notes being merely an incident or result 
of a process begun at the individual lending 

banks.” ©? 


November -“. , , the belief in a great inflation of the cur- 
rency has relatively little to support it.” °° 

The issue and redemption of Federal Reserve 

December notes “respond to the requirements of trade.” ® . 


In commenting upon the January decrease in 
February 1919 Reserve notes the Bulletin says the decline shows 
that “‘with reduced business requirements, the cir- 
culation will reduce itself with the same facility 
as it had previously shown in its prewar expan- 
: sion to meet the increased requirements.” ** 
August “The difficulty, indeed the impossibility, of keep- 
ing in circulation an excessive volume of Federal 
Reserve notes should be understood. . . . They 
are issued only as a need for them develops. 
... Thus there cannot at any time be more 
Federal Reserve notes in circulation than the 
needs of the country at the present level of prices 


60 see p. 10. 

61 Federal Reserve Bulletin, 1918, p. 928. 
62 Thid. 

63 Tbid., p. 1047, 

84 [bid., p. 1177. 

8 Federal Reserve Bulletin, 1919, p. 102. 
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require, and as the need abates the volume of notes 
outstanding will be correspondingly reduced 
through redemption. The increased volume of 
Federal Reserve notes in circulation during the 
past three years, in so far as it is not the result of 
direct exchanges for gold and gold certificates 
which have been withdrawn from circulation, is 
the effect of advancing wages and prices, and not 
their cause.” ° 


Even though Governor Harding made the statement given 
above that increased issues of Federal Reserve notes were the 
result of rising prices, he did admit before a subcommittee of the 
House Committee on Banking and Currency that a rising level of 
prices might under certain circumstances result from an infla- 
tion of the currency.®* 


Senator Glass: Let me ask you this question: How could Con- 
gress inflate the Federal reserve currency? How could the board 
inflate the Federal reserve currency, with or without a mandate from 
Congress? You cannot issue a dollar of Federal reserve currency 
except upon application of a bank. 

Mr. Harding: The only way they could do it, Mr. Chairman, 
would be for the board to use any influence it might possess with 
the directors of the Federal reserve banks. There are nine di- 
rectors, three appointed by the Federal Reserve Board and six 
elected by member banks. They are divided in groups, large- 
size banks, middle-size banks, and small banks. Of these six 
directors elected by Federal reserve banks, three are class A 
directors and are representatives of the banks. They may be 
bank officials or bank directors. Three are representatives of 
business and agriculture. They may be stockholders in the banks 


66 Federal Reserve Bulletin, 1919, pp. 701-702. This is a quotation from 
Governor Harding’s letter to Senator McLean, Chairman of the Senate Com- 
mittee on Banking and Currency, in response to Senate Resolution #142. 
(Congressional Record, Vol. 58, p. 3395) (See also address by Governor 
Harding entitled, “What the Federal Reserve System Is, and What It Is 
Not.”) This resolution was introduced by Senator Myers on July 29, 1919. 
It directed the Committee on Banking and Currency to report whether 
Congress should enact legislation providing for a gradual reduction of the 
money in circulation, and if so, to report how rapidly this should be accom- 
plished. 

67 Amendments to Federal Farm Loan and Federal Reserve Acts, pp, 
46-47, 
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but must not be officials or directors of banks. Class C directors, 
who represent the Government and the public, must not be either 
stockholders or directors of banks. 

The only way the Federal Reserve Board could bring about an 
inflation of currency would be to use its influence upon the directors 
of Federal reserve banks, to tell them to go ahead and discount 
any paper which is offered, without regard to the solvency of the 
paper, and its desirability. In other words, to rediscount fast 
and loose. 

If we did that we would have the Federal reserve banks in the 
position of the Philippine banks and the Cuban banks, in a short 
time. 

Senator Glass: Not only that, but that is to assume that the 


directors of the member banks of the United States have so little 
prudence— 


Mr. Harding: | Absolutely. 
Senator Glass: And so little banking instinct, that they would 
agree to fill up their portfolios with this worthless paper. 


September 1919 “. . . the occasion of the issue-of a Federal Re- 
serve note is determined not by the bank for itself 
but for the bank by the community.” ° 
“. . . prices at wholesale rise first. In their wake 


there follows of necessity a rise of retail prices. 


and in consequence a need for increase of circula- 
tion. It may be stated*as a general proposition, 
therefore, that changes in the volume of currency 
October in times of expansion follow price changes. They 
do not precede them. There is, therefore, no 
foundation in present American experience for 
the view still sometimes urged that changes in the 
volume of currency are responsible for changes in 
prices. : : 
While it may be true as a theoretical proposi- 
tion that prices at retail could not rise without an 
increase in the volume of currency and that refusal 
to supply currency might impede an upward move- 


ment of retail prices (though it is more likely that. 


refusal to supply currency would lead the com- 
munity to adopt devices such as due bills or 
bearer checks, ete., of small denominations to meet 


68 Federal Reserve Bulletin, 1919, p. 814. 
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the demand for currency substitutes), it is also true 
that such a method of controlling prices, if suc- 
cessful, would be at the cost of business disaster. 
Prices at wholesale are not appreciably affected 
by the volume of pocket money. It is the volume 
of circulating bank credit that influences the trend 
of wholesale prices. Restriction of bank-note 
issues would not, therefore, act as a direct 
restraint upon the movement of wholesale prices. 
Such effect as might conceivably be exerted from 
this source would at best be indirect, and would 
effectuate itself by what would be tantamount to 
a breakdown in the organization of trade by mak- 
ing it difficult for retail prices to adjust them- 
selves to changes, proceeding from more or less 
fundamental influences, in the movement of whole- 
sale prices. The pocket currency of the country 
is a function of the general money volume of the 
country’s business. To attempt to turn it into 
an instrument of credit control would be a per- 
version of the currency function of the banking 
system. 

The correction of the price situation will come 
in a more natural and economic manner. Prices 
at retail will fall to more normal levels as prices 
at wholesale do. Prices at wholesale will fall as 
savings accumulate and liquidation of the war- 
loan accounts of the banks ensues and production 
advances to the point where it more nearly matches 
the great increase in the volume of circulating or 
purchasing media which have been called forth 
during the successive emergencies of recent 


years.” °° 


Commenting on the period from June 27, 1919, to June 25, 
1920, the Board said: 


July 1920 


“Tt will be observed that while both notes and 
deposits have passed through periods of fluctua- 
tion, so that their growth is by no means parallel, 
the general tendency throughout the country has 
been that of quite steadily enlarging the circula- 


69 Federal Reserve Bulletin, 1919, p. 913. 
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tion of notes. This is partly due to the fact that 
the note issue has been required in current use 
because of the great rise in prices and the conse- 
quent necessity of carrying. a larger supply of 
money in pocket with which to meet current re- 
quirements. It is also in part due to the growing 
necessity for a larger amount of actual currency 
for payment over the counter at the several banks 
of the country in order that current demands of 
depositors, rendered more intense by the high 
prices, might be freely met.” *° 


The views of the Board that Reserve notes were issued in con- 
sequence of a rise in price were also expressed by Carter Glass 
while he was Secretary of the Treasury.*4 Similarly in his 
annual report for 1920 the Comptroller of the Currency made the 
interesting statement that there had been no inflation of the 
currency, giving as his reason that the ratio of money in cir- 
culation to the total resources of all banks, both national and 
state, had fallen from 138% on June 1, 1914, to 10% on July 1, 
1920.‘° Even though the Board tenaciously held to the view 
that Reserve notes were the result of higher prices, they did 
admit that a refusal on their part to issue Reserve notes would 
check the upward rise in prices but only at the risk of a business 
catastrophe. If it is true, as the Board admitted, that the rise 
in prices might be checked by ceasing to issue Federal Reserve 
notes, should it not also follow that increases in the volume of 
Reserve notes would lead to a higher price level? In its issue for 
the 27th of December, 1919, the Commercial and Financial 
Chronicle ** said it was difficult to understand why the Board, so 
strongly committed to the policy of correcting inflation and 
curing speculation, should permit a steady expansion in Reserve 
notes. It termed the Board’s theory that no more notes ean be 


forced into circulation than the channels of trade require “all . 


fol-de-rol.” A week later the Chronicle stated ™ that the time 
for timidity had passed and that the issuance of Reserve notes 
should be stopped. By February the Chronicle had lost all 
patience with the Board and declared that the time had come for 
70 Federal Reserve Bulletin, 1920, p. 664. 
71 Finance Report, 1919, Dali, 


72 Annual Rieport of the Comptroller of the Currency, 1920, Vol. I, p. 21: 
73 P, 2382. 


74 P, 2. 
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some plain speaking, saying that as the autumnal drain was 
passed there was no possible justification for the increases which 
had occurred since the first of the year in the amount of Reserve 
notes outstanding.’® In this same connection Professor Hol- 
lander wrote that as long as the Board insisted that increasing 
note issues were the effect and not the cause of rising prices it 
was unavailing to enjoin restraint in issuing notes upon the 
Regional banks.*® 

The Board’s explanation of the relationship between currency 
and prices was diametrically opposed to that set forth by the 
Cunliffe Committee composed of some of Britain’s most able 
economists and bankers. They evidently believed that the in- 
creased issues of currency notes in England had had something to 
do with the rising price level, for they recommended that the 
amount in circulation be gradually reduced.“7 Likewise it was 
contrary to the view held by the Supreme Economic Council.”8 

Relation between Credit and Prices. If Reserve notes were 
not redundant, as the Board repeatedly declared, we should ex- 
pect it to hold the position that credit also was not redundant 


75 PP. 588-590. 

76 The Commercial and Financial Chronicle, January 10, 1920, p. 118. 
See, also, statement by Dean Joseph French Johnson in the issue for 
January 24, 1920, p. 313. 

Is it not somewhat strange that in spite of the Board’s belief that in- 
creases in money are the effect of rising prices they should have placed orders 
with the Bureau of Engraving and Printing in the early part of 1917 for 
$900,000,000 of Reserve notes anticipating that these would be needed if 
America entered the war? 

77'Fhe Cunliffe Committee reported: We have considered whether steps 
should not be taken at an early date to impose limitations upon the fidu- 
ciary portion of the currency note issue with a view to the restoration of 
the normal arrangements under which demands for new currency operate 
to reduce the reserve in the banking department of the Bank of England. 
In view of the fact that demobilization is approaching completion and that 
as we hope fresh Government borrowing will shortly cease, we consider that 
effect should now be given to the recommendation made in our interim report 
that the actual maximum fiduciary circulation in any year should become 
the legal maximum for the following year, subject only to the emergency 
arrangements which we proposed in paragraph 33 of our interim report, 
(Federal Reserve Bulletin, 1920, pp. 142-143.) 

78 The Supreme Council on Economic Conditions reported that the im- 
mense increase in the spending power of Europe which is reflected in.., 
extravagance had been brought about by credit and currency inflation during 
the war. ... It is essential to the recovery of Europe that the manufacture 
of additional paper money and Government credits should be brought to 
an end, and this must be effected as soon as the war expenditure has been 
terminated. (Federal Reserve Bulletin, 1920, p. 365.) 
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and that expansions in the volume of credit were in response to 
trade needs. One could not logically be the result of a rising 
price level and the other the cause. There is no fundamental 
difference between the issuance of Reserve notes and the creation 
of Reserve deposits upon which member banks may extend addi- 
tional amounts of credit. Member banks were encouraged to 
borrow from the Reserve Banks and they alone determined 
whether they should take their borrowings out in the form of 
notes or allow them to remain as deposits. 

In the Fall of 1918 the Board evidently believed that rising 
prices were mainly the result of creations of deposit credits,‘® 
but, as the following quotations reveal, its position was gradually 
modified until in June of 1920 it apparently held that credit 
expansions, like increased issues of Reserve notes, were the 
effect of rising prices. 


“Primarily, it is not the issue of notes, but the 
+ creation of deposit credits on the books of the 
banks, for the purpose of enabling borrowers to 
November 1918 buy and carry Government bonds, and rendered 
necessary because of the failure of the public to 
‘save sufficiently, that creates the buying power 
which advances prices.” °° The Bulletin went on 
to declare that expansions of credit engendered 
inflation when the increase of prices brought no 
commensurate or offsetting increase in production. 
Might it not better be said that an increase in 
prices usually reflects the fact that credit ex- 
pansions have not called forth compensating in- 
creases in production? 
In the December Bulletin the Board warned 
December the public that inflation would be a continuous 
menace so long as banks continued to loan on 
government obligations.*! é 
“The price equation has been fundamentally 
altered in both its terms—on the monetary side 
in the supply and distribution of the metallic 
January 1919 medium as well as, much more largely, in the 
supply of credit; on the commodity side through 
changes in the volume and distribution of goods 
79 Federal Reserve Bulletin, 1918, p. 1048. 
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and the location of existing stocks of these 
goods.” ** 

The Bulletin in April reiterated the idea ex- 
pressed in December that deflation would not oc- 
cur. until war paper had been eliminated from 
bank portfolios.** 

“So long as the condition of inflation referred 
to continues to exist as at present, it must be ex- 
pected that reductions of price will occur slowly 
as a result of changes in the demand for and 
supply of commodities . . . permanent reduction 
of prices to anything approaching the old normal 
level can not be expected to occur without a re- 
adjustment of the volume of banking credit to cor- 
respond with the current volume of commerce and 
business as reflected in the offerings of liquid 
commercial paper.” “* 

“The attempt of our financial system to ad- 
vance credit at a rate more rapid than justified by 
the rate of saving would . . . simply mean ad- 
vance in the ‘cost of living’ to the average con- 
sumer through a further aggravation of existing 
conditions of inflation in banking and credit.” *° 

Credit expansion is regarded as a “considerable 
factor in our financial and price situation,” call- 
ing for correction by increased production, sav- 
ings, and investment of the proceeds of savings in 
government bonds.*° 

In the October Bulletin the Board begins to 
abandon the theory it expressed the previous 
November as regards the relationship between 
credit and prices. 

“Of itself and alone, credit can not be said to 


determine prices... . It can affect prices . . 
only when acting in conjunction with other favor- 
ing conditions.” In times of slow trade, “there 


is little demand for additional credit” and “little 
effect is exerted by credit in changing prices.” 
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In times of brisk trade, the demand for credit is 
large and “Its influence on prices [is] unmistak- 
able.” In short the volume of credit in use depends 
as much upon the state of trade as upon the state 
of credit. ‘‘Credit, as such, can not... be said 
to be the cause of price changes,”’ but by facilitat- 
ing trade, it becomes “a decisive factor in the 
price situation. ... While credit ... can not 
create a situation which results in high prices, it is 
equally true that a situation which results in high 
prices can not eventuate without the assistance 
and mediation of credit. While there must be a 
desire for the use of credit before credit can ex- 
pand, once under way an expansion of trade gets 
so much encouragement, stimulus and support from 
an expansion of credit that it is at times difficult to 
say which is more cause and which is more effect, 
so closely interdependent and interwoven are the 
two. 3% 


“This change in the price level [i.e., the in- 


.crease in prices in November 1919] is evidently 


to be attributed mainly to the continued expansion 
of banking credit throughout the world.” ° 


In the May 1920, Bulletin, the chief emphasis was placed on 
factors other than credit. 


May 1920 


87 Pp, 911-912, 
88 P, 1110, 


“Current discussion of banking and industrial 
conditions seems to be more and more disposed 
- . . to place the responsibility for the present 
[price] . . . outlook upon inflation or overexten- 
sion of credit and to minimize the importance of 
changes in production or lessened efficiency of labor 
and capital.” Attention is called to “the very ma- 
terial decline in production,” “falling off in the 
supply of commodities” and “general indisposition 
to save [which] would . . . produce advance in 
prices, regardless of the credit situation.” So long 
as heavy exportations continue and ability to pro- 
vide domestic fixed capital is not increased, ‘‘dis- 


proportion between demand and production will 
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prevent prices from being definitely reduced, re- 
gardless of banking policy.’ °° 


In the June 1920 Bulletin the Board apparently adopted the 
attitude that credit expansions were a result of inflated prices 
for it quotes a resolution adopted at the financial conference 
held May 18, 1920, between the Board, the Advisory Council and 
Class “A” Directors of the Federal Reserve Banks, beginning 
as follows: “The whole country is suffering from inflation of 
prices, with the consequent inflation of credit??; and also the 
_ report of the Council to the Board on May 18, which gives as one 
of the “causes of continued expansion of credits and of Federal 
Reserve note issues,” “the vicious circle of increasing wages and 
prices.”? °° 

In September 1920, the Board stresses the importance of 
international conditions as one of the factors in domestic prices. 


“Exactly how far fluctuations in prices are due 
to- changes in volume of production and how far 
to banking inflation is not capable of accurate 
determination. There can, however, be no dif- 

September ference of opinion as to the fact that changes in 
the levels of prices in different countries are in- 
influenced by all of these factors. . . . Without 
doubt the rapid and extensive fluctuations in the 
value of exchange . . . have profoundly disturbed 
prices from time to time and may be regarded as 
factors explanatory of the extremes to which price 
quotations have gone.” °* 


If the theory of prices which the Board last expounded were 
correct, if money and credit were the result and not the cause 
of an increasing level of prices, central banks would immediately 
and forever be absolved from all blame for rising prices.°? Un- 
doubtedly the proponents of this theory would hold such factors 


89 PP, 452-453, 


90 P, 581, 

91 P. 905. 

92 Strangely enough A, C. Miller, a member of the Federal Reserve Board, 
terms the Board’s theory of prices “the currency theory.” (Federal Reserve 


Policy, p. 184.) This terminology is a bit confusing as some may be led 
to feel that it has some relationship to the “currency principle.” 

The price theories held by the central banks in Holland and Denmark 
were similar to the later theories expounded by the Federal Reserve Board, 
See Cassel, Money and Foreign Exchange after 1914, pp. 124-125, 
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as a decline in production and the inefficiency of labor responsible 
for the rising price level, factors over which central banks would 
have no control. If such were the case, there would be little 
purpose in developing a discount policy. It would not matter 
whether the Bank rate stood at 1% or 10% for it would have no 
effect in checking an advance in prices. Price fluctuations could 
never, if we were to accept this_theory, be controlled to the 
slightest extent by central banks. Theirs would be the rdle not of 
directing the course of business into safe channels but of follow- 
‘ing whither the current might lead. Fortunately this theory of 
prices from the time of the Bullion Report and before has been 
known to be fallacious. It is the most elementary proposition 
in economics that the multiplication of money and credit, whether 
forcibly put out by a Government or whether extended by a 
central reserve bank to commercial banks who have been induced 
through low discount rates to borrow beyond the needs of the 
community, will lead to increases in the price level. In fact, a 
rise in prices fs prima facie evidence that money and credit have 
‘become redundant. , 
Federal Reserve Board Committed to a Policy of Defla- 
tion. Logically, in view of its theory of prices, we should 
expect the Board to take no action through 1919 in checking in- 
flation. If rising prices were not the result of an increased 
volume of money and credit, as they had declared, would not the 
Reserve Banks be helpless in attempting to remedy the situation? 
Yet we find, as we study this period, that the Board was active 
in its efforts to control credit.°* Indeed one Reserve Bank de- 
clared that the System was expected to “control and regulate 
the volume of credit so that credit conditions might be as stable 
.as possible.” °* This view is entirely justified, for stability of 
credit conditions is a prerequisite to a stabilization of prices. 
Could the Board, however, hold its theory of prices and sub- 
scribe to this statement of the New York Bank? Whether it 
could do so logically or not, as a matter of fact it did make 
vigorous efforts to exercise credit control and to stop the upward 
tendency in prices. 
_ A survey of the official publications of the Board and the 
' statements of its members through 1919 reveals that the members 
were opposed to the continuance of inflation and in fact were 


: seni See testimony of Governor Strong, H earing before the Joint Commis- 
sion of Agricultural Inquiry, Vol. 2, p. 713. 
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committed to a policy of orderly deflation.®° In reply to a com- 
munication received from Senator Owen, Governor Harding 
stated that the Board had endeavored through the whole of 1919 
to control credit by admonitions and warnings.°® A little later 
Governor Harding declared in an address delivered before a con- 
ference attended by the members of the Board, the Advisory 
Council and the Class “A” directors of the Reserve Banks that 
the tendency for prices to advance and production to decline was 
most unsatisfactory, and that the nation’s problem was to check 
further expansion and to increase production.*’ Governor 
Harding’s remarks were approved unanimously by the members 
attending the conference. The attitude of the Board is seen 
again in its reply to the McCormick resolution. 

. Undoubtedly at that time the Administration, Congress and 
the great bulk of the American people were in sympathy with that 
point of view.°® On the 8th of August, 1919, President Wilson, 
in an address delivered at a joint meeting of the two Houses of 
Congress, called attention to the rising costs of living and sug- 
gested the legislative measures which he felt would be most 
effective in bringing about a.reduction. He said in part: Be 


The prices the people of this country are paying for every- 
thing that it is necessary for them to use in order to live are not 
justified by a shortage in supply, either present or prospective, 
and are in many cases artificially and deliberately created by vicious 
practices which ought immediately be checked by law. 


As correctives of the situation he urged that Congress prolong 
the life of the Food-Control Act and extend its scope to include 
not only food but food stuffs, fuel, clothing and other commodities 
which were necessaries of life; that Congress enact a measure 
limiting the time during which goods might be kept in storage, 
and prescribing that goods released from storage for interstate 
shipment be marked with the selling or market price of the com- 
modity on the date at which they were stored; and that it be 
required that goods destined for interstate commerce should be 
marked with the price at which they left the hands of the pro- 


95 Fifth Annual Report of the Federal Reserve Board, p. 87. 

96 The Commercial and Financial Chronicle, May 8, 1920, p. 1934. 

91 Ibid., May 22, 1920, pp. 2138-2139. 

98 See testimony of Irving Fisher, Stabilization of Purchasing Power of 
Money, p. 18. 

99 Congressional Record, Vol. 58, pp. 3718-3721. 
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ducers. He suggested further that licenses be required for all 
corporations engaged in interstate commerce and that in issuing 
such licenses specific regulations be devised to prevent unconscion- 
able profits. If the bill reviving the Capital Issues Committee 
were passed, the President felt that the people would be saved 
from the unscrupulous promotor and distributor of worthless 
securities. The free processes of supply and demand would not 
operate, he declared, until the world was at peace. Prices stood 
at 216% of the 1913 level in August when the President made 
his address; by May of 1920 they had advanced to 247%. The 
President had not mentioned in his address the main cause of the 
advance in prices, inflation of money and credit. That con- 
tinued. Soon after the delivery of the President’s message the 
Secretary of the Treasury called a conference of the Governors 
of the Reserve Banks and urged that they warn member banks to 
curtail speculative loans so that legitimate business might not be 
penalized. The Secretary felt that speculative loans should be 
curtailed before discount rates were raised at the Reserve Banks 
and higher interést rates were assessed against legitimate busi- 
ness,.100 

On the 17th of May, 1920, the Senate adopted the following 
resolution, introduced by Senator McCormick; 1° 


Resolved, That the Federal Reserve Board be directed to advise 


the Senate what steps it purposes to take or to recommend to the . 


member banks of the Federal Reserve System to meet the existing 
inflation of currency and credits and consequent high prices, and 
what further steps it purposes to take or recommend to mobilize 
credits in order to move the 1920 crop. 


In discussing the resolution, Senator McCormick stated that it 
was not to be implied from the wording that inflation in America 
was due to any activities or lack of activities on the part of the 
Reserve System. This resolution was passed unanimously with 
but little discussion. Senator Gronna expressed the fear that it 
might raise rates of interest to farmers, but Senator McCormick 
assured him that there was no reference to rates of interest in the 


eae Congressional Record, Vol. 62, p. 1243. Secretary Houston was also 
in favor of deflation. (The Commercial and Financial Chronicle, May 1, 1920, 
p. 1807.) 

101 Congressional Record, Vol. 59, pp. 7145-7146. The Board’s reply to 
the resolution may be found in Hearing before the Joint. Commission of 
Agricultural Inquiry, Part 13, pp. 338-341,: 
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resolution. In the House, Representative King bitterly assailed 
the Reserve System, claiming that the people of the country were 
undernourished and garbed in rags because of its loans to 
profiteers and speculators. On February 28 he introduced a 
resolution calling for an investigation of the administration of 
the System.'°? In support of this resolution he submitted the 
statement of a Chicago banker who said that the rising prices 
were the result of an increased volume of credit and currency and 
urged that no more Reserve notes be issued and that member banks 
~ be limited in their borrowings from their Reserve Bank to one-half 
their capital. He suggested further that the Reserve Banks 
should not operate in the open market and that their rates of 
discounts should be fixed to discourage member banks from 
borrowing except in time of stress.1°* On May 21, as a remedy 
for the high prices, Representative King introduced a bill pre- 
venting renewals on commodity paper.’’* Its enactment would 
have been a splendid thing, for during 1919-1920 goods were 
hoarded for months in warehouses on funds secured from the Re- 
serve Banks. The strength of the Agriculturalists in Congress 
was such, however, as to preclude serious consideration of the 
measure. 

There can be no doubt but that the prevailing sentiment in 
Congress, irrespective of party lines, was in favor of deflation. 
This should be kept in mind when we discuss the criticisms of the 
System through 1920 and 1921. Not alone was the Government 
of the United States committed to a policy of anti-inflation, but 
the Governments of Great Britain, France and Italy had com- 
mitted themselves similarly.1° 

Measures taken by the Reserve System to Control Credit 
through 1919-1920. Many steps were taken by the Reserve 
System through this period or were suggested in the endeavor to 
bring about a deflation of credits, among which the following were 
the most important: 


1) The issuance of warnings; 
2) The use of moral suasion; 
3) Advising banks to reduce their outstanding lines of credit and 


102 The Commercial and Financial, Chronicle, May 15, 1920, pp. 2032-2033. 
This resolution was passed (H. R. No. 476) and referred to the House Com- 
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and to discriminate against speculative and non-essential loans; 
4) The rationing of credit; 

5) The attempt to drive war paper from the portfolios of Reserve 
and member banks; 

6) Controlling the issue of Federal Reserve notes; 

7) The closer scrutiny of paper offered for discount ; 

8) Advances in the Bank rates. 


The Issuance of Warnings. On June 20, 1919, the first 
of their warnings was issued by the Federal Reserve Board. In 
a letter addressed to the Chairman of each of the Reserve Banks, 
Governor Harding expressed himself as concerned over the exist- 
ing tendency towards excessive speculation: 


The Federal Reserve Board is concerned over the existing tendency 
towards excessive speculation, and while ordinarily this could be cor- 
rected by an advance in discount rates at the Federal Reserve 
banks, it is not practicable to apply this check at this time be- 
cause of Government financing. By far the larger part of the in- 
vested assets of Federal Reserve banks consists of paper secured 
by Government: obligations, and the Board is anxious to get some 
information on which it can form an estimate as to the extent 
of member bank borrowings on Government collateral made for 
purposes other than for carrying customers who have purchased Lib- 
erty bonds on account, or other than for purely commercial pur- 
poses. 


The Board would appreciate your comments on this situation in 
your district.1°° 


It was an open secret that a large part of the stock market 
speculation through 1919 had been financed with funds borrowed 
by member banks from the Reserve Banks with government 
securities as collateral. This practice was wholly contrary to the 
intent of the Act. A somewhat similar warning had been sounded 
in the Federal Reserve Bulletin for June 1919.1° The advance 
of call rates in the early part of July to 12, 15 and even 17% 
prompted the Board to sound a third note of warning. In its 
statement issued on July 9 it declared that the flurries which 
had occurred in call money rates were regrettable but would con- 
tinue so long as the present methods of financing and settling 


106 The Commercial and Financial Chronicle, June 14, 1919, p. 2390. 
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speculative transactions were persisted in. The Board went on 
to say that as conditions were then such flurries might be pre- 
vented only by methods adopted during the war (i. e., by a Money 
Committee) which would be undesirable to perpetuate in time 
of peace. The Board concluded with the observation that it 
was neither the function of the Treasury nor of the Reserve 
Banks to provide cheap money for stock speculation.’°* This 
statement made bankers wonder whether the Reserve System 
might endeavor to reconstitute the Money Committee. The 
Treasury Department, being thoroughly in sympathy with the 
Board’s attempts to reduce speculation and to decrease the funds 
available for stock market operations, withdrew funds from de- 
positary banks in order that they might have less to loan on 
the Exchange.!°® The continuance through the early Fall of 
the speculative movement and of the high call rates coupled with 
the credit demands of the crop-moving period and with de- 
mands for credit growing out of delays in transportation caused 
the Reserve officials great concern. In a letter addressed to 
Senator Owen,!!° Governor Harding explained that the high rates 
for call money continued to reflect unbridled stock market specu- 
lation and hinted that it might be necessary for the Reserve Banks 
to ration credit. The Board was firmly convinced, he stated, of 
the fact that the resources of the Reserve Banks had been drawn 
upon for stock market operations and that a greater percentage 
had been employed in this manner than in legitimate business. 

Its proximity to the stock markets and the fact that its funds 
had been used in stock speculation naturally made -the Federal 
Reserve Bank of New York more interested in speculative 
tendencies than were the others. On the 24th of October it 
addressed a questionnaire to the more important banks of New 
York City asking for such data as the amount of Liberty and 
Victory bonds which they had on hand, the amount held as 
collateral for loans and the rates charged for such loans and for 
renewals.111_ It was understood that the Bank planned to submit 
this data to the Board. Following the questionnaire the rates 
at the New York Bank were raised on the 3rd of November. The 
Board explained that the reason for the advance was evidence 


108 The Commercial and Financial Chronicle, July 12, 1919, pp. 130-131. 
109 Magee, Call Rates and the Federal Reserve Board, p. 61. 
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that the great volume of credit, created in response to the 
financial needs of the Government, when released was diverted 
to speculative employment.'12 In its Report on Business Con- 
ditions for November 20, 1919,11° the New York Bank, in com- 
menting upon the continued tendency toward inflation and specu- 
lation, warned member banks not to become steady rediscounters, 
explaining that the function of the Reserve Banks was not to 
supply them with funds at a profit.» In its next issue the New 
York Bank reiterated these ideas and stated that the banking 
problems of the coming year would center largely around the 
expanded volume of bank credit left as a heritage of war financ- 
ing, a volume much in excess of that required by production and 
distribution.1!4 

Though the warnings of the Reserve System may have had 
some effect in that New York banks were induced to cut down 
the amount of their loans to brokers, on the whole they were 
futile in checking the rise in prices and in reducing the great 
bulk of speculative loans.11° This the Board admits in its 
Seventh Annual Report in a statement that the warnings “were 
only a transitory expedient and were given only momentary at- 
tention by many banks.” 11° The System resorted to these warn- 
ings as a means of controlling credit. only because Government 
methods of financing would not permit the raising of the Bank 
rates, which the Board admitted was the most effective way of 
controlling credit.‘‘” The issuance of warnings as a means of 
controlling credit was especially doomed to failure in America, 
a nation with thousands of independent banks. So strong was 
the profit-making motive in the mind of the average American 
banker, so strong the compulsion to serve his customers how- 
ever they might use his funds, so unwilling was he to see any 


112 Report on Business Conditions, Federal Reserve Bank of N. Y., Nov. 
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element of danger in the existing situation, that the action of the 
Board must necessarily be nullified. It was idle to preach 
against excessive borrowings and speculation and then to invite 
rediscounting by inordinately low rates. 

Moral Pressure. In his testimony before the Joint Com- 
mission of Agricultural Inquiry, Governor Strong of the Federal 
Reserve Bank of New York described the means by which it had 
attempted to regulate credit through moral pressure. Though 
the volume of credit was regulated principally by the rate 


charged, he said: 118 


The situation developed by the war, as well as the particular cir- 
cumstances as to certain banks, have, and possibly always will neces- 
sitate, the officers of this bank making inquiry of banks which appear 
to be borrowing undue amounts, and, where justified, in restrain- 
ing them from calling upon us too heavily. This we have always 
done since the borrowings of member banks have become so large. 
For the last two years or more regular meetings have been held at 
the bank, to which officers of member banks from all over the district 
are invited, when these matters are discussed and the views of the 
officers of the bank carefully explained. 

In addition to these regular meetings, the Federal reserve bank 
has a staff of employees whose sole duty it is to visit different mem- 
ber banks throughout the district in an effort to discuss and explain 
the scope and purpose of the various functions of the Federal re- 
serve system. In the case of the banks in New York City, they 
are questioned personally, and it has frequently been thought ad- 
visable for reasons of general policy to ask them to reduce their 
aggregate borrowings. Action of that character by the officers of 
this bank, however, has never been regarded as bank supervision 
such as would relieve the Comptroller of the Currency of his re- 
sponsibility for the condition of member banks, and has never been 
intended as a corrective influence over the management of the de- 
tailed operations of these banks. As the comptroller well knows, 
when it has been discovered either by us or by his examiners that 
banks have gotten into a dangerous condition, we have tried by every 
means in our power to correct the conditions, not by restricting 
credit that might force a bank failure, but by such loans as we 
believe necessary to save the bank from failure. In no case have 
we failed of doing so. 


118 Hearing before the Joint Commission of Agricultural Inquiry, Part 13, 
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At the conference held on May 18, 1920, Mr. Scott of the 
Dallas Reserve Bank claimed that the rate increases had not 
been effective and that resort must be had to moral pressure.*?? 
The educational conferences held by the New York Bank un- 
doubtedly were of great value in explaining the purpose of the 
Reserve Act to the member banks of the Second District. Sole 
reliance must, however, not be put on educational campaigns or 
moral pressure, for there will always be banks uninfluenced by 
such appeals. These should be supplemented by other measures 
such as rate control. In Germany the use of moral pressure in 
checking outflows of gold had considerable success by reason of 
the small number of banks and the power of the Reichsbank, sup- 
ported as it was by the Imperial Government. In America the 
use of moral pressure is likely to have less influence excepting 
among the more enlightened bankers. 

The Curtailment of Non-Essential Credits. Another 
method followed*by the System in endeavoring to check the up- 
ward movement of prices was its admonitions addressed to the 
banks of the country to reduce their outstanding lines of credit 
and to discriminate against speculative and non-essential loans. 
Banks were exhorted to shoulder their responsibilities and to 
desist from activities which would intensify the upward move- 
ment. In its Report on Business Conditions for April 30, 1920, 
the New York Reserve Bank pointed out that banks were the 
most potent single influence in the industrial life of the country 
since they were in touch with every business activity. The 
existence of the Federal Reserve System, continued the Report, 
does not relieve a single banker, whether member or non-member, 
from his individual responsibility in checking further expansion 
by exercising a stricter control over extensions of loans. As 
regards what each banker might do in the present situation, the 
Report suggested that 


1) no new loans be made which would not further production or 
distribution. 


2) loans for speculation in commodities, real estate and securities 
be discouraged; 

3) present plants be used to full capacity and not enlarged; 

4) debtors pay their debts, which would inure to their own advan- 
tage in this period of high prices; 


5) no constructions or improvements be made which are not abso- 
lutely essential. 
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The Report concluded with the statement that these suggestions 
were outlined with deflation as an objective and that each banker 
should take a firm and determined stand to inaugurate a gradual 
and orderly reduction of credit. As far back as December 1919, 
the monthly bulletin of the National City Bank 120 expressed the 
same thought and declared that the time had come for member 
banks to conduct their operations without resorting to the Re- 
serve Banks, whose discount rates should be raised sufficiently 
high to discourage rediscounting. 

The American banker had his responsibilities clearly outlined. 
The System was in favor of what might be termed “democratic” 
deflation. Deflation was to be initiated by the bankers and was 
not to be forced from above. Each banker was to map out his 
own plan for the curtailment of credits. He would decide which 
of the industries jn his locality were essential and extend funds to 
them alone. Credit was to be conserved. Funds were not 
knowingly to be extended for speculative purposes. Deflation was 
to proceed in an orderly and gradual fashion. The difficulties 
which prevent bankers from imposing checks, particularly in a 
period when the business community is intoxicated with optimistic 
forecasts of future conditions, have been mentioned before. If 
‘he were to deny credit he would lose many valuable customers. 
He therefore shifts his responsibility. With the system of bank- 
ing prevailing in America deflation can not be “democratic.” It 
must be initiated from above. 

In its suggestions to reduce loans for non-essential and 
speculative purposes, the Board assumed that speculation might 
be discouraged and the movement of speculative prices controlled 
without disturbing legitimate business. The Federal Advisory 
Council quite definitely stated that a substantial reduction in the 
volume of credit could be effected without injury to the 
legitimate industry of the country and without curtailing essen- 
tial production. “Not only this but such reduction in volume 
of credit may be made to materially strengthen the credit fabric 
of the country as a whole.” 121 In the fall of 1919 speculation 
and production were so inextricably bound up that it would have 
been impossible to have denied credit to the one without in- 
juring the other. For instance, there had been considerable 
speculation in wool and great quantities were being hoarded. As 
a consequence the price of wool rose sharply which induced per- 
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sons engaged in the industry to increase their production and 
enter into commitments on the basis of the high prices prevailing 
at that time. Should the loans which had been granted the spec- 
ulators be called, they would be forced to sell their stocks of 
wool with a resultant decline in price. The decline would neces- 
sarily react unfavorably upon those producers who had bought 
‘sheep and contracted for land on the basis of the high wool 
prices. In the latter part of 1919 it would have been impossible 
to have singled out the speculators and to have deflated them 
without having this policy react upon producers. At the be- 
ginning of the upward movement the Reserve Banks should have 
endeavored to prevent speculation from making headway by 
insisting that paper should be liquid and should grow out of 
actual commercial ‘transactions. Once the upward movement 
has gained momentum and loans to speculators have assumed 
importance it becomes impossible to separate speculation and 
production. 

Orderly Deflation. Through 1919 the Federal Reserve Board 
constantly stressed the fact that deflation must proceed in an 
orderly fashion. Presumably they meant that prices should 
decline gradually over a long period of time. In the two decades 
preceding the gold discoveries of 189 there had been such a 
slow gradual decline of prices in America. The Board erred, 
however, in believing that a fall in prices following a cyclic up- 
ward movement might be gradual. By its very nature this is 
impossible. A crisis is always followed or accompanied by a 
rapid fall in prices. This was true in 1873, in 1898 and in 1907. 
The rapid upward movement of prices during 1919 had encour- 
aged merchants to increase their inventories, and had resulted in 
widespread hoardings. The free flow of goods from producer to 
consumer was impeded. The beginning of a downward movement 
i prices would be the signal for a wholesale dumping of goods 
on the market. Business ,concerns would frantically endeavor 
to rid themselves of their inventories. Cyclic deflation can not 


be orderly, for what Hawtrey describes as the vicious circle of 
deflation sets in; 122 


Deflation once started, prices once on the down grade, the hold- 
ing of commodities in stock means an actual loss. 
of this loss has itself a deterrent effect upon traders 
practice of holding commodities with borrowed mo 
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forces the deterrent effect of the rate of discount. In the first in- 
stance the rise in discounts discourages dealers from buying and 
impels them to sell. But the result is so to depress markets that 
their efforts to sell are ineffectual. The unwillingness of the 
dealers to buy means fewer orders to producers; profits are smaller, 
less wages are earned, and thus the consumers’ demand shrinks. 
The rush to sell in an unfavorable market forces down prices, and 
the fall of prices reinforces the original process. Therefore, once 
a high discount rate has become deterrent at all, it tends to grow 
more and more deterrent. 


The Rationing of Credit. Through this period the idea 
that credit should be rationed in order to achieve deflation ap- 
pealed to the imagination of many. Vissering defended this 
method of contraction before the International Financial Confer- 
ence held in Brussels in 1920.1°° Presumably in inaugurating 
a policy of credit rationing, which presupposes that discount 
rates are to be kept low, a central bank would plan to discount 
only a certain amount of paper a month, and only paper. offered 
by essential industries which were themselves in a highly liquid 
condition. In a very crude way the Atlanta Federal Reserve 
Bank endeavored to ration credit by refusing to discount paper 
arising from the sale of pleasure automobiles on the ground that 
the industry was, as demonstrated later, in an overextended 
condition.124 Though the Atlanta Bank might have been quite 
justified in its efforts, the pressure brought to bear by automobile 
manufacturers was such as to compel the abandonment of this 
policy. At the conference held in Washington on May 18, 1920, 
and attended by members of the Federal Reserve Board, the Ad- 
visory Council, and the Class “A” Directors of the Reserve Banks, 
a suggestion was made by Mr. Perrin from the San Francisco 
Bank that the Reserve Banks should exhort every bank in the 
country to reduce its loans by 10% preparatory to the crop- 
moving demands of the Fall. The conference took no definite 
action on Mr. Perrin’s suggestion for it was felt that there were 
radical differences in conditions between the Reserve districts.'”° 
His idea implied, of course, a form of credit rationnmg. The 

123 International Financial Conference, Brussels, 1920, Proceedings of 
the Conference, Volume II, pp. 62-63. For another discussion of the ra- 
tioning of credit, see Willis, The Control and Apportionment of Credit in 


the United States. 
124 The Commercial and Financial Chronicle, May 22, 1920, p. 2142. 


125 Federal Reserve Board Conference, pp. 38, 39 and 43. 
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political and administrative difficulties standing in the way of 
inaugurating a policy of credit rationing by the Reserve Banks 
are almost insurmountable. Besides the difficulty of differentia- 
ting between speculation and legitimate business there is the 
added difficulty that the one may not be uprooted without injury 
being done to the other. The policy of credit rationing breaks 
down absolutely during a crisis ‘*° and even in ordinary times 
rate control is simpler and greatly to be preferred. 

Driving War Paper from Bank Portfolios. Immediately 
following the armistice the Reserve Board requested the opin- 
ion of the Regional Banks as to the best method to be fol- 
lowed in getting the war paper out of the portfolios of the banks 
of the country and in generally restoring their liquidity.1** 
Some of the methods suggested were that the Reserve Banks should 
charge a higher rate for renewals of paper secured by govern- 
ment obligations; that saving should be encouraged so that the 
securities might be absorbed; that Bank rates on war paper 
should be materially increased; that moral pressure should be 
brought to bear upon member banks to liquidate their holdings 
of government securities; and that bank investments in govern- 
ment securities should be discouraged. The campaign of the 
Reserve System met with considerable success. The loans col- 
lateralled by government obligations and the government. se- 
curities owned by all the reporting member banks reached a peak 
in May 1920, and a year later had decreased by a billion and a 
half dollars. Their total loans and investments, however, did 
not decline proportionately but on the other hand increased by 
over $2,000,000,000. As the portfolios of member banks be- 
came rid of war paper the released funds should have been used 
to reduce their borrowings from the Reserve Banks. It was 
unfortunate that this did not occur and that trade and specula- 
tion not only absorbed the credit released from the financial re- 
quirements of the Government but required in addition the crea- 
tion of much more. Such an outcome simply nullified the efforts 
of the Board to contract credit in this particular manner. 

Controlling the Issuance of Federal Reserve Notes. 
Among the many methods suggested for the control of credit 
through this period were several which dealt with controlling the 
issuance of Federal Reserve notes. The suggestions made were: 
first, that the Board should impose interest charges upon Ree 


126 See, pp. 13. 
127 See Federal Reserve Bulletin, 1919, pp. 325-329, 


POST-WAR INFLATION 361 


notes issued to Regional Banks amounting to 5% of the un- 
covered portion; second, that a so-called normal currency limit 
should be established for each member bank and that increased 
charges be imposed on notes in excess of this amount; third, that 
a limitation should ‘be placed upon the total volume of Reserve 
notes issued by the Board, the maximum amount being allocated 
among the Regional Banks; fourth, that the character of paper 
acceptable as collateral by the Reserve agents against issues of 
Reserve notes should be limited by definition, i. e., that member 
banks’ collateral notes and paper secured by government obliga- 
tions be eliminated as collateral; fifth, that outgoing shipments 
of Federal Reserve notes should be made at the expense of the 
consignee.'?8 The theory underlying all of these suggestions 
was that the imposition of restrictions upon Reserve notes would 
automatically check the growth of credit. This supposition was 
valid, for as we have seen deposit currency and money increase 
together and bear a more or less constant ratio to one another. 
Restrictions placed on the growth of one will necessarily prevent 
the expansion of the other. 

The first suggestion is based upon the fact that the Act permits 
the Board to impose a tax determined by itself upon uncovered 
issues of Reserve notes. This provision was in all probability 
suggested by the act governing the operations of the Reichsbank. 
In the banking history of America few efforts have been made 
to limit note issues by the imposition of taxes. Provision was 
made in the charter of the Second Bank of the United States that 
the holders of its notes were to receive interest at the rate of 
12% per annum in case the bank failed to redeem the notes in 
specie upon demand. The purpose of this was to maintain the 
notes, in case their redemption in specie should ever be denied, at 
a parity. An examination of the state-banking legislation passed 
prior to the creation of the national banking system will reveal 
that no effort was made to limit the volume of the outstanding 
state bank notes by means of the imposition of taxes. In the 
case of national banks a license fee or what might be termed a 
franchise tax was from the beginning levied upon the amount of 
bank notes outstanding, except upon those for whose retirement 
lawful money had been deposited with the Government. It was 
not the purpose of this tax, however, to limit the amount of 

128 Seventh Annual Report of the Federal Reserve Board, pp. 608-609. 
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national bank notes for they were already limited by the amount 
of government bonds bearing the circulation privilege. The 
Reserve Banks are not required by the Act to add the tax which 
might be levied by the Board upon the amount of Reserve notes 
uncovered by gold to their rates of discount. Conceivably they 
might absorb the whole tax themselves and their Bank rates be 
unaffected. Even though the tax were to be added to the Bank 
rates this would not be a desirable method of raising discount 
rates. If conditions are such that Bank rates must be raised the 
Reserve Banks themselves should take cognizance of this fact and 
raise rates of their own volition instead of throwing the entire 
responsibility for increases upon the Reserve Board.'”? 

Suggestions two and three for controlling the issuance of 
Reserve notes are quite similar and may be discussed together. 
The imposition of arbitrary limits on currency issues is danger- 
ous in that it is apt to render the currency system inelastic and 
incapable of responding to seasonal, cyclic and secular require- 
ments. The inelasticity of the Bank of England note has on four 
occasions forced the suspension of the Peel Act, while the limits 
imposed upon the notes issued by the Bank of France and the 
Reichsbank have had to be raised from time to time to satisfy 
secular requirements. 

Forcing the consignee to pay the expense of shipping Reserve 
notes from the Reserve Banks, the fifth suggestion, would have ht- 
tle or no effect on the contraction of credit, for the expense is 
negligible. 

The fourth suggestion seems eminently sound. Reserve notes 
should not be issued against paper secured by government ob- 
ligations. Their sole base should be paper arising from actual 
commercial transactions, paper which fluctuates with business 
needs. Before the war the Reichsbank, it will be remembered, 
could not issue notes against Lombard loans. Allowing the is- 
suance of Federal Reserve notes against paper secured by gov- 
ernment bonds has made them akin to the notes of national 
banks. Ideally the notes of central banks, the expansive part of 
any currency system, should be based solely on and should be 
limited by commercial paper, which fluctuates with business 
requirements. 

The Closer Scrutiny of Paper Offered for Discount. Still 
another method suggested to check the upward movement was 

129The Federal Advisory Council opposed the levying of taxes upon 
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that all paper offered for discount should be subjected to a closer 
scrutiny. Paper which is technically eligible for discount may 
not be “good” in the sense that the names appearing thereon are 
not in a highly liquid condition, The Reserve Banks should 
make a close study of financial statements whenever handed in 
with paper offered for discount and should insist that the current 
ratio, the ratio of debt to net worth, of sales to receivables, and 
of sales to merchandise be satisfactory.42° This would not only 
presuppose a close study of the balance sheet of the firm in ques- 
tion but of the balance sheets of other firms in the same line and 
- would require the construction of “barometrics” by the Reserve 
Banks. The credit departments of the Reserve Banks are in a 
position to render in this way a very distinct service. Up to the 
present time they have failed to take full advantage of their op- 
portunities. Professor Sprague has made the very ingenious 
suggestion that the amplitude in the business cycle might be 
greatly reduced were banks to insist upon a rising current ratio 
during the upward sweep. The Reserve Banks receiving paper 
from banks in all parts of the country and paper arising from 
varied lines of industry are in a logical position to know what 
the normal current ratio for any one industry should be and to 
insist upon its increase during the upward sweep of the cycle. 

Advances in the Bank Rate.!21 Many of the officials 
connected with the Reserve System were anxious to raise rates of 
discount immediately after the armistice. In testifying before 
the Joint Commission of Agricultural Inquiry, Governor Strong 
of the Federal Reserve Bank of New York gaid that he himself 
had favored this: 


I believe, if it had been possible, it would have been desirable 
for the Federal reserve system to have advanced its rates at some 
point in the period between January and March, 1919, which you 
will recall I described as the period of decline in prices which oc- 
curred after the turn of the year after the armistice—you will no- 
tice on the chart, that price declines are common in all four coun- 
tries, Italy, France, England, and the United States, although less 
pronounced in the United States, probably, than in any other. 

At that time, when these questions of policy were being dis- 
cussed, the Treasury was faced with a situation which seemed to 
us to be controlling. That is to say, it had a very large loan to face; 
180 See Wall, Analytical Credits, Chaps. VII-XII. 


181 A table giving the changes in rates of discount at the New York Fed- 
eral Reserve Bank may be found on p. 323. 
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the largest that had yet been asked from the country, as then esti- 
mated. In the spring of 1919 it appeared that the amount of the 
Victory loan might be $6,000,000,000. And not only that, but the 
post war expenditures of this great war machine that had been set 
up by the Government made its expenditures still in excess of its 
revenues. In other words, the volume of Government borrowing 
was increasing.’ 


The Federal Reserve Bulletin for December 1918, described the 
post-war problem as one of preventing credit from expanding 
too far and of reducing so far as practicable any excess then 
existing.1°3 The Bulletin continued : 


With the return of peace, the close of the period of urgent Goy- 
ernment financing through the sale of long or short term obliga- 
tions comes in sight, and the resumption of their function as a reg- 
ulator of credit becomes a duty for Federal Reserve Banks. 


The Bulletin recommended as a program of financial reconstruc- 
tion that the loans on war paper be reduced, that government 
bonds be absorbed by the public through savings, that portfolios 
of banks be made more liquid, that loans for non-essential idus- 
tries be curtailed and that members of the Reserve System desist 
from rediscounting steadily. , 
Obstacles in Way of Raising Discount Rates. The hope — 
expressed by the Board that it might soon regulate and control 
eredit through the discount rate and that member banks might 
cease rediscounting steadily was not realized. The financial 
necessities of the Government and the methods utilized by the 
Treasury in floating its obligations prevented the Reserve Sys- 
tem from raising its rates. In the Bulletin for June 1919,'** 
it is explained that the failure to check speculation by advancing 
discount rates was due to the necessity of promoting the absorp- 
tion of government securities. It will be remembered that the 
Reserve Banks had agreed, as a means of facilitating the flota- 
tion of the Victory loan, to carry the commercial banks of the 


132. Part 13, pp. 763-764. See, also, Forgan, Currency Expansion and Con- 
traction, p. 170. Through this period the New York Bank took the position 
that increases in rates had to be the main reliance for bringing about defla- 
tion, Federal Reserve Board Conference, May 18, 1920, p. 46. 
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country for six months at rates equal to those borne by the notes. 
Another factor standing in the way of advancing the discount 
rates, which seemed quite an obstacle to the Treasury Depart- 
ment, was the deposit rate agreement reached between several of 
the Reserve Banks and the clearing house banks located in the 
financial centers. 

The Deposit Rate Agreement. Early in 1918 some of the 
larger banks throughout the country began to compete sharply 
with one another for bankers’ balances offering inducements in 
the form of increased rates of interest.1°° On the 26th of 
February Governor Harding issued a statement deprecating this 
practice and explaining that in diverting funds from the interior 
it tended to interfere with government financing.'*® As a result 
of his apprehensions the clearing house banks in New York agreed 
to fix a minimum rate of 24% on bankers’ balances payable on 
demand which would be increased by % of 1% for every advance 
of 14 of 1% in the Bank rate on ninety-day commercial paper. 
In any event the deposit allowance rate was not to exceed 3%.1*" 
As this agreement continued after the armistice, the Board feared 
through 1919 that an advance in the ninety-day rate at the New 
York Reserve Bank might lead to a scramble for deposits and 
disturb the whole banking situation.1** Toward the end of 1919 
the Board had become convinced of the necessity of raising the 
Bank rate and of modifying the agreement. Accordingly it in- 
vited clearing-house associations to send representatives to attend 
a conference to be held in Washington on the 6th of January 1920. 
The consensus of opinion at this conference was that the existing 
agreement was not satisfactory and that the Reserve Banks 
should be free to establish their rates of discount without reference 
to the interest paid on bankers’ balances.**? At a second confer- 
ence held in Chicago on January 23, the resolution was adopted 
that the present agreement be abrogated and that banks and trust 
companies in the various reserve districts pay no more than 214% 
on the net and available daily balances of banks and trust com- 
panies.4° On the date of the abrogation of this agreement the 

135 Federal Reserve Bulletin, 1920, p. 3. 

136 [bid., 1918, p. 160. 

137 [bid., 1920, p. 3, and Norton, Bank Rate in the United States, p. 480. 
In July the Chicago Clearing House banks adopted the same agreement. 

138 Sixth Annual Report of the Federal Reserve Board, p. 4. 
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rate on ninety-day commercial paper at the Federal Reserve Bank 
of New York which had stood at 434% since April 6, 1918, was 
advanced to 6%. 

Another obstacle preventing the Reserve Banks from increas- 
ing their rates through this period was the fear on the part of 
the Treasury that a policy of deflation would bring in its wake 
a period of depression, unemployment, and radicalism, and would 
impede the rapid re-absorption of soldiers into industrial life. 
The price theories held by the Board and its skepticism of the 
efficacy of the Bank rate might also in some measure account for 
the delay in advancing the rates. These obstacles were not in- 
surmountable. Far better it would have been for the Treasury 
to have altered its method of selling its obligations and for the 
deposit allowance agreement to have been abrogated immediately 
following the armistice than for the Bank rates to have been held 
to artificially low levels. 

Through November and December, 1919, all rates of discount 
at the Federal Reserve Bank of New York except those on agri- 
cultural paper and on ninety-day commercial paper were ad- 
vanced. This action which was really a turning point in the 
policy of the System was foreshadowed in the Bulletin for Octo- 
ber and November. In the Bulletin for October 11 the Board 
reviewed its war-time discount policy and set forth some of the 


difficulties standing in the way of an effective control of credit. 
It stated: 


The disappearance of the Treasury from the long-term loan mar- 
ket and the rapid reduction of its requirements for short-term ac- 
commodation foreshadows the approach of the time when finan- 
cial operations of the Government will cease to be the important 
factor in shaping Reserve Bank policies which they have been, and 
Federal Reserve Bank rates once more will be fixed solely “with 
a view of aiding commerce and business.” 


In the November Bulletin the Board said; 142 


A review of all the conditions in the banking situation has con- 
firmed the Board in the view that in the application of its discount 
policy an advance of rates should no longer be deferred. | 


In pursuance of these policies advances were made in the rates 
of discount. Few believed that the slight increases which had 
141 P, 910, , 
142 P, 1011, 
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been made were final. It was recognized that others must follow 
subsequently. 

In January 1920, the System was finally freed from Treasury 
domination and the deposit rate agreement with the result that 
on the 23rd of the month further increases were made. These, 
the Board stated, were an effort to restrict the rapid growth in 
credit which had not declined as it should with the passage of the 
holiday trade.'** Rediscounts continued to grow and market 
rates continued upward which forced another advance in the 


- Bank rates the first of June. In reading through the Bulletin 


we find that the objects the Board desired to attain by raising 
the Bank rates were several. The advances in the discount rate, 
it is stated, were intended to restrict the rapid growth of credit, 
to regulate and govern the flow of credit with careful regard to 
the economic welfare of the country, and to restrict the specula- 
tive use of credit.‘4* In the June 1920 Bulletin the Board 
expressed the wish that credit expansions might be checked with- 
out curtailing essential production, an impossibility as we have 
explained. In another issue the Board declared that the Bank 
rate should be sufficiently high to eliminate the profitableness of 
rediscounting by the member banks. 

The Phelan Act. Before 1913 national banks were not al- 
lowed to rediscount to an amount greater than their own capital. 
At the time of the passage of the Reserve Act this earlier pro- 
vision was altered and an exception made in the case of the in- 
debtedness of national banks to Reserve Banks. The result was 
that no limit was imposed on the amount of member bank borrow- 
ings from the Reserve Banks. During 1919 a few member banks 
began to borrow from Reserve Banks !*° on such a scale that the 


148 Federal Reserve Bulletin, 1920, p. 118. 

“With the year 1920 the federal ieserve banks entered upon the exercise 
of their function of regulating credit in accordance with business and econ-. 
omic conditions, and, under circumstances of extraordinary difficulty and for 
the first time since the outbreak of the war undertook to develop a policy 
of credit control by means of discount rates.” At the same time the Treas- 
ury Department adopted the policy of adjusting interest rates on certificates 
of indebtedness to conditions in the money market. Miller, Federal Reserve 
Policy, p. 190. 

144 Wederal Reserve Bulletin, 1919, pp. 910-911, 1010-1011; 1920, pp. 223, 
456, 582-583. 

A number of conferences attended by officials of the Reserve System were 
held during 1920 on April 7-10, May 8 and 18, to discuss means of regulat- 
ing and controlling credit. 

145In January, 1920, fourteen banks in Kansas City had absorbed 34 per 
cent of the normal lending power of the Federal reserve bank and nine Omaha 
banks had absorbed 23.5 per cent. Therefore, these two cities alone had 
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resources of the Reserve Banks would not have been sufficient to 
cope with the demand had all member banks borrowed propor- 
tionately.146 The excessive borrowings by a few banks was 
really in violation of the spirit of Section 4 of the Act which 
directed the Board of Directors of each Reserve Bank to admin- 
ister its affairs fairly and impartially and without discrimination 
in favor of or against any of the-member banks, and to extend 
to each of the members such discounts, advancements and ac- 
commodations as might safely and reasonably be made with due 
regard to the claims of the other members. As a corrective 
for this condition the Board recommended the passage of what 
later came to be known asthe Phelan Act. This Act, which 
was simply an amendment to subdivision d, Section 14, permitted 
the Reserve Banks,.with the approval of the Board: 


1) To determine the normal maximum rediscount line of each mem- 


ber bank, and 
2) To fix graduated rates on an ascending scale applicable equally 


and ratably to all member banks rediscounting on a scale in excess 
of the normal line. 


absorbed 57 per cent of the normal lending power of the Kansas City Federal 
Reserve Bank. There was a slight recession in the borrowings of these banks 
due to temporary seasonal deflation, in the early part of 1920, but by April, 
1920, the fourteen Kansas City banks were absorbing 50 per cent of the normal 
lending power of the Kansas City Federal Reserve Bank and nine Omaha 
banks were absorbing 23 per cent, representing a total of 73 per cent of the 
normal lending power of the Kansas City Federal Reserve Bank, and leaving 27 
per cent of the normal lending power available for the 1,063 other member 
banks in the Kansas City district. 

In the period from April 19, 1920, to December 31, 1920, banks which had 
not been previously borrowing increased their borrowings to 12 per cent of 
the normal lending power of the Kansas City Federal Reserve Bank. Dur- 
ing the same period the number of banks borrowing in the Kansas City Fed- 
eral reserve district increased from 178, or 16.8 per cent of all the bank, to 
416, or 38.3 per cent of all the banks. In the same period, the amount bor- 
rowed by all borrowing banks increased from $106,851,047 to $117,328,475. 
While banks not borrowing previously to April 19, 1920, when the progressive 
rate became effective, were increasing their borrowings, the borrowings of the 
fourteen Kansas City member banks paying the progressive rate decreased to 
36 per cent of the normal lending power of the Kansas City Federal Reserve 
Bank, and the borrowings of the nine Omaha member banks paying the pro- 
gressive rate decreased to 13 per cent of the normal lending power of the 
Kansas City Federal Reserve Bank. Interest Charges of Federal Reserve 
Banks, pp. 8-9 

146 For a discussion of the need of the Phelan Act see Sixth Annual Report 


of the Federal Reserve Board, pp. 10-71, and Interest Charges of Federal 
Reserve Banks, I 
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The passage of this amendment would, in the opinion of the 
Board, reduce the accommodation to those member banks which 
had borrowed excessively and would reduce these borrowings with- 
out raising the basic rate. The Banks would thus be provided 
with an effective method of dealing with expansions of credit and. 
might, as it was claimed, the more effectively realize the Board’s 
ambition to prevent further expansions of credit. 

Congress evidenced scant interest in the Phelan Act. Consid- 
ering the importance of the measure, it passed both Houses with 
little discussion. There was practically no opposition. The 
House Committee on Banking and Currency urged the adoption 
of the amendment and explained its necessity in the following 
report: 147 


The board has undertaken to check the expansion of credit which 
has taken place during and since the war by raising its discount 
rates, but in the present abnormal conditions this uniform increase 
of rates does not fully control the situation. A high discount rate 
has a restraining influence on the member banks and on their cus- 
tomers, but most of the rediscounting, as a matter of fact, is done 
by a comparatively few banks in each district. Before the pas- 
sage of the Federal reserve act no national bank could incur in- 
debtedness beyond the amount of its capital stock for rediscounts, 
but the act contained an amendment to section 5202, Revised 
Statutes, making an exception of “liabilities incurred under the pro- 
visions of the Federal reserve act.” 

Thus, the limit was removed and rediscounts to any amount may 
be lawfully made with Federal reserve banks. Some banks have 
rediscounted several times their capital and surplus, and it is ob- 
vious that there should be a method of checking them short of actu- 
ally refusing them further extensions and without increasing too 
much the rate applicable to all member banks. This bill will give 
each Federal reserve bank authority to make uniform rules deter- 
mining for each member bank a normal maximum rediscount line 
based upon some such standard as its legal reserve, or possibly 
upon capital and surplus, with graduated rates on an ascending 
scale to apply equally and ratably to all of its member banks re- 
discounting amounts in excess of the normal line. 

For instance, if a bank’s normal line of rediscounts were a million 
dollars, the rate might be raised one-half per cent on each $250,000 
asked for above that amount. In this way the abnormal redis- 


147 To Amend the Federal Reserve Act, House of Representatives Report 
No. 678, 66th Congress, 2nd Session. 
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counting of a comparatively few banks can be checked, without at 
the same time raising rates on all rediscounts to a figure that would 
be unjust to banks which had not even rediscounted up to their 
normal line and without seriously hampering business. 


Among the arguments advanced in the House against the Phelan 
Act were that it would enable the Reserve Banks to play favorites 
among member banks !*% and to stifle business by curtailing credit 
in certain sections of the country,'*® that it would force member 
banks to liquidate at a loss their holdings of Government obliga- 
tions,'°® that it would bring politics into the decisions of the 
Reserve officials,'®' that it would injure legitimate business and 
assist speculation, since speculators could pay any rate of in- 
terest.1°* Mr. Husted thought that the normal maximum redis- 
count line allowed each member bank should be fixed in the bill 
itself.1°? Mr. King stated that he had lost confidence in the Fed- 
eral Reserve Board ever since they had urged the adoption of the 
Edge Act which was a species of deceit on their part to build up 
industries in foreign nations to the detriment of the American 
workingman and he claimed that the only motive the Board had 
in suggesting the-amendment was to enable it to lay the blame on 
Congress for not passing “this alleged enabling law in time to 
avoid a crash if any.” '°* If Mr. Wingo had his way, he said, he 
would report out a bill allowing no bank a line of credit from its 
Reserve Bank in an amount exceeding its capital and surplus.1®® 
In favor of the bill Mr. Mann suggested that it would keep down 
interest rates on certain credits rather than raising them all. 
Mr. Platt argued that it was necessary in order to enable the 
Board to curtail credit without hurting legitimate business and 
to prevent certain banks from using the resources of the Reserve 
Banks to the exclusion of others. °° The bill passed the House 
Committee of the Whole on the 31st of March with sixty-eight 
ayes and eight noes.‘** The size of the vote is itself evidence of 
the lack of interest in the bill. On the whole the debate in the 

148 Congressional Record, Vol. 59, p. 5057, 
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House was quite puerile and centered about inconsequential 
points. ‘The problem of whether low bank rates plus graduated 
rates was a better method of inducing deflation than high bank 
rates was wholly ignored, as was the entire question of whether 
or not other methods than the use of the Bank rate might be 
more efficacious in checking the upward rise in prices. The dis- 
cussion in the Senate occupies a little more than two pages in the 
Congressional Record. Only two Senators opposed the bill. 
Senator Gronna opposed it on the ground that it would hurt pro- 
ducers '°* and Senator Smith of South Carolina on the ground 
that it placed too much power in the hands of the Board.’? In 
the course of his remarks Senator Smith decried the statements 
that there had been any inflation, stating: 


So long as there is the wealth of the country for the issuance of 
our time paper—thirty, sixty, ninety-day or six months’ papex—— 
it is wholesome that we have what seems to be an inflation of the 
currency, but which on analysis is nothing more or less than 
clearing-house certificates based upon the actual wealth of the 
country and secured by a percentage of the gold reserve. 


The Senators passed the bill on the 3rd of April and it was ap- 
proved on the 18th by the President. 

The provisions of the Phelan Act were permissive. It was not 
required that each Reserve Bank establish a basic line and grad- 
uated rates of discount. In fact, progressive rate schedules were 
adopted by only four Reserve Banks, Atlanta, St. Louis, Kansas 
City and Dallas, all of them in districts where agriculture is of 
considerable importance. It is hard to understand why the Act 
was not put into operation in the other Reserve Districts. Even 
though the application of the Act was not as imperative in the 
eastern as in the western Reserve Districts, nevertheless had the 
progressive rates been established generally the agriculturalists 
could not have raised the cry, as later they did, that they had 
been unfairly treated. For some reason or other the eastern 
districts reached the conclusion that the bill was not applicable, 
though the peculiar conditions which made it inapplicable were 
not explained.'*! In his testimony before the Joint Commission 
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of Agricultural Inquiry, Governor Strong of the New York Bank 
cast doubts upon the theoretical soundness of progressive rates, 
declaring that a purely mathematical method of credit control 
might operate very unjustly, that it might have the effect of 
causing a number of banks to decline to extend credit, and that 
it would penalize the banks which had the courage to make ex- 
tensions of credit in times of emergency.'® 

Methods of applying the progressive rates of discount varied 
among those four districts which took advantage of the Act. 
Full details of the application of the progressive rates in these 
districts are given below: 1% 


Atlanta 


Date effective—May 31, 1920. 

Basic line.—Sixty-five per cent of reserve balance plus paid-in 
subscription to capital stock of Federal Reserve Bank (average 
for previous reserve computation period—weekly for reserve city 
banks and semimonthly for country banks) multiplied by 244. 

When applied—Normal rate at time of discount. Superrate 
applied at end of reserve computation period to average borrowings 
in excess of basic line. 

Scale of Rates——Superrate of 44% for first 25% or fraction 


thereof by which borrowings exceed basic line, 1% for second 25% 
excess, etc. 


Exceptions—Member bank collateral notes secured by Liberty 
bonds or Victory notes actually owned by the borrowing bank on 
April 1, 1920, or by Treasury certificates actually owned were sub- 
ject only to normal discount rates, but were considered a part of the 
total borrowings or “credit structure” in determining the progressive 
rate applicable to other eligible paper. 

Rebates on paper paid before maturity.—At normal rate. 

Modifications ——On June 14, 1920, after approval by the Fed- 
eral Reserve Board, paper drawn for strictly agricultural produc- 
tion up to 100% of the member bank’s capital and surplus was ex- 
cepted from application of progressive rates. 

On June 23, 1921, Federal Reserve Board approved recommenda- 


tion that all charges previously made in excess of 12%, including 
the normal rate, be rebated. 


Date discontinued.—November 1, 1920. 
162 Hearing before the Joint Commission of Agricultural Inquiry, Part 13, 
p. 696. 
163 Discount Rates of the Federal Reserve Banks, 1914-1921, pp, 31-38, 
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St. Louis 

Date effective—May 26, 1920. 

Basic line—Same as Atlanta, except that reserve balances re- 
quired during reserve computation periods covered by borrowings 
were used in determining the basic line. 

When applied.—Same as Atlanta. 

Scale of rates——Same as Atlanta. 

Eaceptions—Member bank collateral notes secured by Liberty 
bonds or Victory notes actually owned by the borrowing bank on 
April 1, 1920, or by Treasury certificates actually owned were not 
considered part of the total ‘borrowings or “credit structure,” nor 
did progressive rates apply thereto. 

Rebates on Paper paid before maturity—At normal rate. 

Modifications—On May 21, 1921, progressive rate plan was 
modified to provide a rate of 1% in excess of the normal rate of 
6% on all borrowings in excess of the basic discount line, subject 
to exemptions previously in effect. 

Date discontinued.—June 23, 1921. 


Kansas City *** 


Date effective-——April 19, 1920. 

Basic line—Same as Atlanta, except that the reserve balance 
used in determining the basic line was the average maintained dur- 
ing the reserve computation periods ending within the preceding 
month. 

When applied—At time of discount, subject to adjustments 
to compensate reductions in borrowings and increased or decreased 
basic line determined from month to month by the formula out- 
lined above. 

Scale of rates—Same as Atlanta. 

Exceptions—Member banks’ collateral notes, secured by Treas- 
ury certificates of indebtedness, Liberty bonds, or Victory notes 
owned by the borrowing member bank on April 1, 1920, were ex- 
empted from the application of superrates but were considered 
part of the “credit structure” or total borrowings in fixing the 
rates applicable to other paper; while all rediscounts secured by 
government war obligations, as well as member banks’ collateral 
notes not described above, were subject to the application of the 
superrates as well as being considered part of the “credit structure.” 

Rebates on paper paid before maturity.—At rate charged. 

164 The basic rate plan adopted by Kansas City was that suggested by 
The Federal Reserve Board, Hearing before the Joint Commission of Agri- 
cultural Inquiry, Vol. 3, p. 753. 
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Modifications—On April 27, 1920, modified the progressive 
rate plan by excluding member banks’ collateral notes secured by 
Liberty ‘bonds or Victory notes actually owned on April 1, 1920, or 
by Treasury certificates of indebtedness actually owned altogether. 
from the application of progressive rates, i.e., they were not only 
not subject to progressive discount rates, but were not to be taken 
into consideration in determining the progressive rates applicable 
to other eligible paper; while rediscounts secured by government 
war obligations, though no longer subject to the application of 
superrates were still considered part of the “credit structure” or 
aggregate indebtedness in determining superrates applicable to 
other eligible paper. 

On January 29, 1921, established a maximum rate, including the 
normal rate, of 12%. 

On July 1, 1921, established a maximum rate of 8%, including 
the normal rate of 6%, and at the same time changed the scale of 
progression to 1% for the first 100% of borrowings in excess of the 
basic line and to 2% on any further borrowings. Beginning July 
1 member -bank collateral notes secured by government war obliga- 
tions, while subject only to normal discount rates, were again con- 
sidered a part of the “credit structure” for the purpose of determin- 
ing the progressive rate applicable to other eligible paper. 

On August 3, 1921, the Federal Reserve Board approved recom- 
mendation that all charges previously made in excess of 12% in- 
cluding the normal rate be rebated. 

Date discontinued.—August 1, 1921. 


Dallas 


Date effective-—May 21, 1920. 

Basic line —Paid-up and unimpaired capital and surplus of bor- 
rowing bank. 

When applied—At time of discount. 

Scale of rates——Same as Atlanta. 

Eaceptions—Same as St. Louis. 

Rebates on paper paid before maturity.—At current discount 
rates. 

Modifications —On July 7, 1920, discontinued application of 
progressive rates to current offerings and thereafter based them 
upon average excess borrowings within a reserve computation pe- 
riod. At this time all charges previously made were rebated and 
in lieu thereof new charges were imposed in accordance with the 
modified scheme. 

Date discontinued—February 15, 1921. 
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As explained above the basic line of the Atlanta, St. Louis 
and Kansas City Reserve Banks was, with minor differences 
between the methods of computation, the theoretical amount 
that they could extend each member bank based upon the member 
bank’s contribution to the lending power of the Federal Reserve 
Bank and upon the Federal Reserve Bank’s ability to place issues 
of Federal Reserve notes while maintaining a minimum reserve of 
40% against notes and 85% against reserve deposits.’° For 
example, let us assume that Bank “A” located in a reserve city 
has a capital and surplus of $1,000,000 and demand deposits 
of $10,000,000. 


The stock holdings of that bank in its Reserve Bank would be 
$30,000—3% of its capital and surplus. 

It would be required to keep on deposit with the Reserve Bank 
$1,000,000—10% of $10,000,000. 

Against the reserve deposits the Federal Reserve Bank must main- 
tain a reserve of 35% or $350,000. 

Subtracting $350,000, the reserve which the Reserve Bank is 
forced to maintain, from the reserve deposits amounting to $1,000,- 
000 we obtain $650,000. 

To compute the basic line, this amount, $650,000, was added to 
the stock holdings of the bank, $30,000, which amounted to $680,- 
000, which was then multiplied by 214, getting $1,700,000, which 
would be that member bank’s normal basic line. The multiplier, 
2/4, is chosen because a reserve of 40% is required against Reserve 
notes and this represents the expansion possible through Reserve 
notes. 


Let us also assume that the total borrowings of this bank from 
its Reserve Bank during the course of a certain month amounted 
to $3,000,000, of which $500,000 was secured by government 
obligations. Its excess borrowings subject to the progressive 
rates would amount to $800,000 as indicated by the following 
table: 


Average of borrowings during month $3,000,000 
Deduct: 

Basic line $1,700,000 

Paper secured by Pm 

Govt obligations 500,000 2,200,000 
Excess borrowings subject to progressive rates $800,000 


165 See Hearing before the Joint Commission of Agricultural Inquiry, 
p. 284. 
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In addition to the basic rate, progressive rates increasing at the 
rate of 1% for each $425,000—25% of basic line—would be 
assessed against the excess borrowings. 

The method followed by these three banks in obtaining the 
basic line, if anything, was much too liberal; while the method 
followed by the Dallas Reserve Bank might have worked hardship 
on certain institutions. A somewhat more liberal method than 
that followed by Dallas, and less conducive to overexpansion and 
simpler than that followed by the others, would have been to 
define the basic line as simply equal to the member bank’s hold- 
ings of Reserve Bank stock plus its required reserve. If this 
method had been adopted the basic line of Bank “A” would have 
been equal to $1,030,000, its contribution to the resources of the 
Reserve Bank, which would have been larger by $30,000 than 
the basic line as computed by Dallas and smaller by $670,000 
than the basic line as computed by the others. In exempting 
government obligations from the application of the progressive 
rates the Reserve*Banks followed the policy instituted at the out- 
break of the war of discriminating against commercial paper.1®® 
Borrowings from the Reserve Banks secured by government ob- 
ligations should have been subjected to higher rates than the 
rates applicable to discounts of commercial paper, for through 
this period banks secured much of their moneys for speculative 
enterprises from the Reserve Banks by offering their notes col- 
lateralled by government obligation. Exempting war paper 
from the progressive rates, indeed, helped to nullify one of the 
intentions of the sponsors of the Phelan Act, i. e., the reduction of 
speculative loans. In exempting agricultural paper the Atlanta 
Bank catered to the agricultural interests who from the begin- 
ning have been accorded liberal treatment by the Reserve System. 

At the time the progressive rates went into effect the discount 
rate prevailing on commercial and industrial paper maturing 
within ninety days ruled at 6% at the Federal Reserve Banks of 
Atlanta, Dallas, Kansas City and St. Louis, the Banks where the 
progressive rates were applied. During June rates on similar 
types of paper were raised to 7% at the Boston, New York, 
Chicago and Minneapolis Banks, while at the Federal Reserve 
Banks of Philadelphia, Cleveland, Richmond, and San Francisco, 


166 Mr, A. C. Miller, a member of the Federal Reserve Board, felt that 
the progressive rates should apply to government obligations. Hearing 
before the Joint Commission on Agricultural Inquiry, Part 18, p. 173 
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progressive rates were not instituted and yet a 6% rate prevailed 
for ninety-day commercial paper. Later in the year (on Novem- 
ber 1) the Atlanta Bank gave up its progressive rate and adopted 
a flat 7% rate for ninety-day commercial paper. 

Discrepancies in Discount Rates. Again we must call at- 
tention to ‘the discrepancies existing in the discount policies of 
the Reserve Banks. We are at a loss to account for the 7% 
rate prevailing in Boston while a 6% rate prevailed in Phila- 
delphia, for in studying the movement of the reserve ratios of 
these two banks through 1920 we find that the reserve ratio in 
Boston ruled higher than that in Philadelphia. Only on three 
occasions did the adjusted reserve ratio at Boston fall below 
40% while in Philadelphia it fell below twenty-one times. Then 
again, why should Richmond have had a 6%rate, which was not 
graduated, when its adjusted reserve percentage fell below 40% 
on forty-one occasions through 1920, while in San Francisco, with 
the same discount rate, it fell below but once? Should not dis- 
count rates in Philadelphia have equalled those in Boston, and 
discount rates in Richmond have ruled higher than those in San 
Francisco? If the adoption of the progressive rates were justi- 
fied in four districts, is it not probable that their introduction 
would have been justified in the other eight where conditions must 
have been somewhat similar? Governor Strong states that they 
were not applicable to the New York district and yet fails to in- 
dictate the special conditions in that district which would make 
their introduction undesirable. From all points of view, political 
and economic, it would have been the better policy either to have 
introduced progressive rates throughout the entire System or to 
have rejected them in every district. If their general introduc- 
tion had been agreed upon it would have been simpler and would 
have caused less friction to have computed the basic rate similarly 
for all districts. 

Conclusion. Our survey of the methods employed by the 
Board to contract credits in the post-armistice period has come 
to an end. In attempting to exercise control over credit the 
System was greatly handicapped by Treasury policies. By 
reason of this it had to resort to other expedients and methods of 
control which, as we have discovered, were none too effective. 
Not until in January of 1920 did the Banks resume control of 
their rates, when the Treasury rather reluctantly decided to float 
its obligations at current rates of interest. 
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It is an anomaly that the members of the Federal Reserve 
Board, themselves in favor of a policy of deflation, were unable to 
raise rates of discount during the post-armistice rise in prices. 
The Bank rates should have been raised immediately following the 
termination of hostilities when the business community was ex- 
pecting a recession in business.'®* Had this been done, had the 
Government sold its obligations at current rates of interest, be- 
gun to dispose of its surplus stock of war goods, and adopted a 
budget system, the return to a normal condition in business would 
have been less painful than it was a year later when prices had 
advanced by forty-seven points. Not only was this course not 
followed but the methods used in financing the needs of our Gov- 
ernment and of our export trade led to the creation of vast 
quantities of credit offset by no compensating increase in sav- 
ing. With the growth in purchasing power, it was inevitable 
that prices should skyrocket upwards. As Frank Vanderlip has 
expressed it: 


The almost exclusive cause of this [the rise of prices] has been 
the increase in the buying power caused by the creation of banking 
credit without any corresponding increase in the supply of goods 
to be purchased... . . We are having an example of politics in 
banking, the results of which have been an unnecessary, undesirable 
and absolutely dangerous expansion of bank credits and a conse- 
quent increase of prices, to which may be traced the true cause 
of all social unrest and industrial disturbance. The belated in- 
crease in the Federal Reserve discount rate and unscientific pref- 
erence given to Government obligations has now proven inefficient in 
halting further expansion. Each week has shown a decrease in the 
Federal Reserve bank’s ratio of reserve to deposits. The situ- 
ation calls for more vigorous action if inflation is to be halted and 
the remedy lies in the hands of the Federal Reserve Board.1°* 


167 “The Reserve Board, while urging repeatedly these ineffective remedies, 
has not seen fit to make use of the potent instrument for checking credit 
expansion which it alone can employ. Discount rates at central banks higher 
than the minimum rates charged by other banks is the most fundamental of 
the principles which should govern the policy of these institutions. During 
the war, it was perhaps proper to establish rates at or below those of the 
other banks. To maintain such rates for a year after the cessation of hostil- 
ities, while further credit expansion was taking place, was a course contrary 
to all of the teachings of financial experience.” Sprague, The Significance 
of the Weekly Statements of the N. Y. Clearing House Banks and of the 
Federal Reserve Banks, Doaoe 

168 Vanderlip, Responsibility of Federal Reserve S 


: ystem. for Inflation and 
High Prices, Trust Companies, February 1920, p. 141, 


2. 
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The Board’s explanations of this rise in prices are pitifully 
weak. When first the price question was discussed in the Bulletin 
they apparently adhered to the explanation that the rise was due 
to changes on the monetary side of the equation of exchange. 
Gradually they changed their point of view until they began offer- 
ing such reasons as a decline in production, an increase in demand 
and a growth in the inefficiency of labor. The inconsistency of 
their statements and their unwillingness to recognize the real 
reasons for the depreciation of the dollar reflect seriously upon the 
attitude of the members of the Board who should be motivated 
in their pronouncements by scientific considerations alone. In- 
fluenced perhaps by the attitude of the Board, the Secretary of 
the Treasury, in his annual report for 1919,1°° offered as a 
reason for the prevalent high prices the demand of the European 
belligerents as if that were explanation and justification. De- 
mand, however, can not by itself alter the general price level 
which changes only in response to alterations in the volume of pur- 
chasing power. Through this period America was suffering 
from the curse of too much and too easy credit 17° just as Ger- 
many has been suffering since the armistice from a redundancy 
in her purchasing power media. 

The year 1919 was mainly characterized by trading and 
‘speculation, speculation in securities, commodities and farm 
lands, and not by an increase in production or by any real pros- 
perity. As Professor Mitchell puts it: “Such prosperity as 
_ we have had in 1919 has been business prosperity, not industrial 
prosperity. It represents high profits brought by active trad- 
ing at rising prices, not by active production of useful goods. 
_ From the viewpoint of the national welfare it is an illusion pro- 
duced by multiplying the values of most commodities by two and 
perraction.” 171 
Even granting that it was not possible for the Board to have 
raised their rates through 1919, in January of 1920, when they 
were released from Treasury denomination, their rates should have 
been advanced immediately to levels equal to or slightly above 
market rates. During that month it will be remembered that 
the rate on ninety-day paper at the Federal Reserve Bank of 
New York was raised to only 6%, and the 7% rate did not be- 
come effective until the Ist of June. Perhaps the System, cling- 
169 9, 

170 Be. Migs of Professor Fisher, Stabilization of Purchasing Power of 


Money, p. 9. 
_ 171 Prices and Business in the Near Future, p. 4. 
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ing to the idea that deflation might take place gradually, 
hesitated to raise rates suddenly fearing that this might precipi- 
tate a rapid and disastrous fall in prices. As we indicated be- 
fore, a cyclic fall in prices once under way always proceeds 
rapidly. There can be no such thing as a gradual cyclic 
deflation. The Bank rate on ninety-day paper should have been 
raised in January to 7%. It is. not unusual for central banks 
to raise their rates sharply. The rate at the Bank of England 
rose from 3% on July 29 to 10% on August 1, 1914. Fur- 
thermore, had Bank rates been raised sharply in America, had 
deflation set in at that time, the farmers could not have com- 
plained as they did later that the rise was deferred until they 
had planted their crops. 

The System did well in abolishing preferential rates on trade 
acceptances. ‘These should not be reéstablished until the quality 
of the trade acceptance in America has vastly improved. Abol- 
ishing the preferential rates on war paper on December 30, 
1919, was an excellent step. Why they should have been re- 
established on January 238, 1920, is beyond understanding. 
Not only did the System favor war paper by low rates but fa- 
vored it in still another manner in that it extended loans to 
member banks on their notes collateralled by government obli- 
gations to the full par value of those securities even” though 
Liberty bonds (1st 41/4’s) fell in the post-armistice period as 
low as eighty-four dollars.17? 

In its vast purchases of bankers’ acceptances through 1919 
the System must be greatly censored. This action simply 
created more purchasing power and to that extent .sent prices 
to higher levels. In the upward swing of the cycle the open- 
market operations of central banks should be greatly curtailed 
if not entirely discontinued. 

Not as yet can we say that the System has developed a clear 
cut discount policy. Obstacles in the form of Treasury policies, 
the vagueness of the Board’s theory of prices, their doubts as 
to the efficacy of the Bank rate prevented this. ‘They wavered 
in theory and practice. With indifferent success they relied on 
methods other than the Bank rate to achieve deflation. It was 
with this state of mind, with a vagueness as regards fundamen- 
tals, that the Board entered into the period of deflation. 

172 The Financial Review, 1921, p. 226. This practice was given up by the 
Federal Reserve Bank of New York on July 1, 1921, after which date it 


loaned on government obligations up to only their market yalue. The Com- 
mercial and Financial Chronicle, June 4; 1921, p. 2366. 
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CHAPTER VIII 
DEFLATION 


It was in May of 1920 that wholesale commodity prices 
reached their maximum in the United States at 147% above 
their average level for 1913.1 Prices had reached a maximum 
in England and Japan during March; in France and Italy, 
during April; in India and Canada, during May; in Sweden, 
during June, in the Netherlands, during July; and in Australia, 
during August.” Within the short space of five months whole- 
sale prices had turned downwards in the greater part of the 
world. Only in those countries where budgets were met by 
constant outpourings of paper money did prices continue up- 
wards. The price declines affected oriental and occidental na- 
tions, the northern and southern Hemispheres, absolute mon- 
archies and democracies alike. It respected no boundary of 
race or nationality. It was world wide. In America the gen- 
eral wholesale price index continued downwards, declining rap- 
idly at first and then more slowly, until it reached a minimum 
of 138 in January of 1922. 

The Japanese Crisis. The first forewarning of the general 
decline in prices was the collapse of the silk market in Japan in 
March of 1920. Except for a short crisis immediately follow- 
ing the outbreak of hostilities in Europe Japan prospered and 


' buzzed with activity during the Great War. She profited enor- 


mously by the operation of her merchant marine and the growth 
of her export trade. Many new financial and trading corpora- 
tions were formed. New capital flotations reached enormous 


1It will be remembered that it was during the latter part of April that 
the retail price cutting movement began in America. (The Financial Review, 
1921, p. 31.) At the St. Louis fur auction held on May 11 prices dropped 
from 20-30% and at the wool auction held in Boston on the 20th of the 
month from 10-20%.. The Bureau of Labor index number of wholesale 
prices recorded a decline of four points in the index number of June over 
that of May, the greatest declines taking place in cloths and clothing which 
fell from 328-314, in farm products which fell from 241-237 and in building 
materials which fell from 293-275. 

2Report of the Joint Commission of Agricultural Inquiry, Part I, p. 58. 
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figures. Prices rose in Japan during and after the war as they 
_did throughout the rest of the world. The inpourings of gold, 
resulting from her increased export trade, caused notes and 
deposit currency to swell and prices to soar even higher than 
they did in the United States. 


HxXpPorts AND IMPORTS OF SILVER AND GOLD 4 
(In yen—000 omitted) 


Haeports Imports 


Gold coin and Silver coin and Gold coin and | Silver coin and 
Year bullion bullion bullion bullion 
1914 26,0389 3,611 7,104 2,003 
1915 40,675 3,891 24,159 137 
1916 22,362 Se 99,902 1,128 
1917 150,689 3.097 386,991 5,234 
1918 922 16 829 4,187 
1919 1,486 3,568 325,771 1,706 
1920 10 3,887 392,303 12,424 
NOTE AND Deposir EXPANSION AND WHOLESALE PRICES 
Bank of Japan 3 : 
Date Notes Deposits Reserves Wibelessles Braces 
In millions of yen) saate se 
Dee. 26, 1914 386 118 218 1914 96 
Dee. 25, 1915 430 245 248 1915 97 
Dec. 30, 1916 601 380 411 1916 AZ. 
Dec. 29, 1917 831 594. 650 LONG 147 
Dec. 28, 1918 1145 992 als? 1918 192 
Dec. 27, 1919 1555 1146 953 1919 236 
1920—End of 1920: 
January 1375 1167 944 January 301 
February 1360 1146 937 February 313 
March 1368 1181 921 March ay! 
. April 1367 1261 wale April 300 
May 1328 1209 930 May PAG 
June 1349 1165 980 June 247 


$e 


The tremendously high prices prevailing through the letter 


3 For statistics see Federal Reserve Bulletin, 1920, p. 961, 
Sources: Résumé Statistique de L’Empire du Japon, 1922; p: Gi, 
Federal Reserve Bulletin, 1920, p. 1077; 1921, pp. 208, 1300. 
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part of 1919 reversed the flow of trade.® Imports increased and 
grew to exceed the value of the goods shipped abroad. Fore- 
seeing a loss of gold through this “adverse” trade balance the 
officials of the Bank of Japan became greatly concerned. They 
raised their discount rates and urged that private banks like- 
wise conserve credit. 


INTEREST RATES IN JAPAN 6 


Bank rate Market Rates 


O10 Jil ya ap otek irae ca ene 6.57% 10% * 
LAS eae pee Eten Pina EVs sets seis athe eae 6.57 10 
SN 0 Gelade Ae 6.57 10 
OCR Pence Re rte coa ein ais eae 7.30 10 
IN OVI CE te, eae eS ee eee 8.03 10 
MB eer RA ne les CI Ace ORE eee 8.03 10 
DD DE J AID Pee nv sa SIs aus mya or evounal ci cece akin 8.03 9.38 
SEW emery crea Sto cnc AIRES 5, eee 8.03 9.67 
Warhammer cts tect creer e a iriehercactot thet < sare 8.03 10.15 
ADEM MMOEs Rents a tetiiare atere sree ee et tee 8.03 10.62 
IEG y, Sree eee cco inter tha es eee ee AE 8.03 10.95 
JTC Pade teas toe ie soem cee eee ee 8.03 10.99 


@ Average for 1919=10 per cent. 


The contraction of credit coupled with a Chinese boycott 
was reflected in falling prices and in the collapse of the silk 
market in March. From January to May 1920, the index num- 
ber of the price of raw silk in Yokohoma had fallen by more than 
50% from 520 to 243. As a result of the confusion, uncer- 
tainty and lack of confidence prevailing everywhere, heavy sales 
of securities occurred with the result that on the 15th of March 
the Tokyo Stock Exchange was closed for two days. The fail- 
ure of the Masuba Billbrokers’ Bank on April 5 led to the clos- 
ing of the Tokyo Exchange a second time and in addition the 
Osaka and Nagoya Exchanges were closed. After receiving as- 


5 FOREIGN TRADE OF JAPAN 


Federal Reserve Bulletin, 1920, p. 849. 
(In millions of yen) 


MOD OI citi re remeacceteterrestse men crenmeneretenrvsy-oiel oe enecaysianete 205 176 
ese Peete ere rh a te er otenckcWeala aes claus bre 271 174 
IMR ae 2s an tee A ore Hine Geencie eae 329 194 
TN Wis Cae ec ab ach eo OO GE OO NARS iO 297 217 


6 Source: Report of the Joint Commission of Agricultural Inquiry, 
Part II, p. 36. 
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surances of support from the Bank of Japan the exchanges 
reopened on the 13th but were forced to close again on the 15th 
and did not reopen finally until the 10th of May. The Japanese 
crisis led to a widespread fear in America that the Japanese 
gold balances, which amounted to considerable sums, might be 
withdrawn. Apprehending that a contraction of bank loans es- 
pecially of stock exchange loans, would result therefrom, secur- 
ities were sold in large amounts and prices on the New York 
Stock Exchange collapsed between the 19th and 22nd of April. 
The price of United States steel common, for example, fell by 
nearly 7 points. This decline was checked by cable dispatches 
from the Japanese Minister of Finance giving assurance that this 
stock of gold would not be withdrawn from America as Japan 
had an ample supply. The fall in prices and the crisis in Japan 
was not lost on the American people. It served as a lesson and 
a warning to banks and firms. The business community became 
more cautious and was less confident of the future, fearing as it 
did that the prices of other commodities might tumble as had 
the price of silk. 

The Unevenness of Price Declines. General wholesale 
prices in America as noted before turned downward in May of 
1920. By January 1922, the wholesale price index prepared by 
the Bureau of Labor Statistics touched bottom at 138%. The 
decline in prices was quite uneven, being much more severe in the 
case of some commodities than in the case of others. 


INDEX NUMBERS OF PRICES BY GROUPS OF COMMODITIES 7 


JANUARY, 1922 


Groups Index 
Farm) “Products. {s.7 sche coe ao oa haietors ctete eran a Bere aie tanta cee 122 
Mood sicei tks ft facta, stan Aa Dette Rie SVS ACR eee ee 131 
Cloths..and aClothing sh css oh alta clenene ecole chanel teretehe ie ea ee 176 
Muel and! Lighting ies! ser dation aidere: avshel eg, ec'e FCA Roma eLent een 195 
Metals: and Metal. Prodticte 204.6 fh Merde aes ete ciaie on oe 112 
Building--Matenialgt <iec arte ails crx astete-orexetetettiverwud escenniarenwan eeweeeees 157 
Chemicals’ and™ Drugs 9 os... ee <u ce wicca cee ee 124 


House Furnishings 


Except for the producers of metal products and of chemicals 
and drugs the decline affected particularly the agriculturist 
whose condition during this depression, some thave asserted, was 


7 Monthly Labor Review, July 1922, p. 62. 
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worse than it had been for thirty years.2 The lack of codpera- 
tion among farmers; the lack of marketing information and 
advice as to the future course of prices; the fact that the prices 
of raw materials fluctuate more widely than do the prices of 
manufactured goods; the fact that farm products are so de- 
pendent upon export trade; the fact that farmers cannot readily 
adjust their production to changes in the price level; the fact 
that farmers had accumulated no surplus or reserve accounts ; 
the fact that they had entered extensively into commitments on 
the basis of the higher prices, may all serve to explain the farm- 
er’s plight. As noted in the Federal Reserve Bulletin:— 


The reason for this situation is not hard to find. Foodstuffs are 
peculiarly subject to the vicissitudes of the market. A relatively 
slight surplus will result in a disproportionately sharp drop in 
prices. On the contrary, scarcity in relation to demand will bring 
about a sharp rise. It was natural, therefore, that during the war 
prices of foodstuffs should advance out of relation to many other 
prices, even under such regulation of distribution and of selling 
prices as was enforced. Following the war the great increase in 
foreign demand for American products, coupled with active do- 
mestic buying, gave an enormous impetus to the rise in agricultural 
prices. As a result, at the peak of the domestic price inflation, the 
price index for agricultural products, according to the index of the 
Bureau of Labor Statistics as recomputed by the Federal Reserve 
Board, registered 314, while the all-commodity index reached 272. 
Following the general price decline, the price index of agricultural 
products dropped to 122 in July, 1921, while that of all commod- 
ities fell to 148 in the same month, the lowest point since the con- 
clusion of the war. With prices for foodstuffs thus subjected to 
sharp and sudden fluctuations it is very necessary to develop credit 
machinery to enable the farmer to carry such surpluses within 


reason.° / 


While it is claimed that the farmers’ difficulties were partly the 
result of defects in the American credit and banking system and 
while the depression might have been less severe if America had 
had, for instance, a branch banking system,’® this is indeed not 


8 Report of the Joint Commission of Agricultural Inquiry, Part II, p. 7. 

9 Federal Reserve Bulletin, 1922, pp. 262-263. 

10 Even in England, a nation with the branch banking system, .the farmer 
suffered severely. See, for instance, the Monthly Review of the London 
Joint City and Midland Bank Limited, for March 31, 1923, and Federal 
Reserve Bulletin, 1923, p. 579. 
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the whole story. More than additional credit facilities, the Amer- 
ican farmer now requires markets, more adequate training in cost 
accounting and in agricultural science and a system of national 
warehouses stretching across the continent. 

Frozen Credits. Frozen credits are credits which are contin- 
ued beyond the time when the transaction which gave rise to 
them should normally have been liquidated. As a result of the 
rapid decline in commodity prices an alarmingly large proportion 
of the total loans and discounts carried by the commercial banks 
of the country became tightly frozen. The congestion of goods 
at points of production and distribution, the collapse of markets 
and the unwillingness of many producers to sell, inevitably re- 
sulted in the condition in which banks were forced to carry bor- 
rowers. Banks which attempted to force collections at this time 
found themselves in the silk business, dealing in automobiles, in the 
rubber trade, and in many other lines in which they had no ex- 
perience. There is no way of estimating the extent of these 
frozen credits.” All we may say is that a considerable propor- 
tion of the portfolios of banks were so constituted. 

A Panic Averted. The crisis of 1920 was not followed by a 
a panic as had been true in the case of nearly every other crisis 
since the Civil War. The country was not compelled to resort 
to the ignominy of issuing currency substitutes as it had been. 
previously. Interest rates, though high, did not rise to panic 
levels. The expansibility of the Federal Reserve System pre- 
vented this from occurring. Failures among banks were rela- 


11“The bank loans in the Northwest are frozen tight. On June 30, 1921, 
the aggregate deposits of all the banking institutions in the four states of 
Minnesota, North Dakota, South Dakota, and Montana were $1,375,069,000. 
Their loans and discounts were $1,219,819,000. On June 30, 1922, their de- 
posits were $1,408,114,000 and their loans and discounts were $1,195,413,000. 
The increase in deposits was nominal, amounting to 2.4%, and the decrease 
in loans and discounts was even less important, amounting to $24,406,000, or 
2%. This liquidation of $24,000,000 came from the cities, where many firms 
have been contracting their business and credits during the past three years. 
It is quite generally agreed that there has been no legitimate liquidation in 
farm paper during the past two years. The War Finance Corporation put 
approximately $60,000,000 in new money into these States during the same 
time. It is true that the large city banks may show an artificial liquidation, 
caused by compelling the small country banks to transfer their debts from 
them over to the War Finance Corporation. This arrangement enabled the 
large city banks to liquidate, with the help of the War Finance Corporation, 
a very large percentage of their slow and doubtful farmer’s paper which 


was held by them as collateral to county bank obligations.” (Sinclair, Why 
the Farmer Starves, p. 415.) 
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tively few. The System codperated in reorganizing many shaky 
institutions and groups of commercial banks sustained others. 
The absence of any serious financial disturbances in America was 
strong proof of the stability of the reconstituted American bank- 
ing system and its ability to absorb shocks. 

Crisis of 1920 Compared with Previous Crises. It might 
be of interest to compare some of the high points in the period 
from 1920 to 1921 with previous crises. For example, we find 
that, as measured by numbers, failures reached a peak shortly 
after the crises of 1898 and 1907, while after the crisis of 1920 
they did not begin to increase appreciably until in 1921, and 
were fairly well scattered through 1921 and 1922.1” 


COMMERCIAL FAILURES. 


NUMBER, 

Month, 1893 1894 1907 1908 1920 1921 1922 1923 
CAWUATY Ie, creates 2,723 | 2126 
Mebruary laevis sti 2,331 | 1508 
Jiao le nace Sie ene 2,463 1682 
PRO TIS cree eek oie. 2 2,167 1520 
VER yc sons cotlinvete “1,960 1530 
INLINED Serer MO aig. ener 1,740 1358 
SRV eexa lateRevicrenemoestore 1,753 1231 
PANT OUISED © ssc ie-6.e5%s \.te 1,714 | 1319 
September ..... 1,566 1226 
October ~. 0.5.3... 5 1,708 1673 
November .-.... 1,737 | 1704 
December ...... 1,814 | 1841 

ANOUOE, Gn ee 23,676 |18,718 


The longer interval between the crisis and the month failures 
attained a maximum in this past cycle may be accounted for by the 
Reserve System. Commercial banks by rediscounting with the 
Reserve Banks were in a better position to aid business men. No 
banking system can protect the insolvent, but a central bank 
with an elastic credit and currency system is a protection to the 
solvent but temporarily embarrassed business man. In 1907 the 
business community had to take care of itself; there were no re- 
discounting agencies, and consequently failures were heaviest im- 
mediately following the turn in prices. 

In the following table the close relationship in the fluctuations 
of bank loans, interest rates, and commodity and security prices 

12 Federal Reserve Bulletin, 1922, p. 901; 1923, pp. 1101, 1192, 1268; 1924, 
pp. 33, 103. These figures should be interpreted in the light of a strong 
seasonal movement in failures. The seasonal index of failures is: J=139; 

=110; M=104; A=94; M—96; J=—86; J=—93; A—88; S59); O=—96; N=96; 
and D=109., , 
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should be noted, as well as the inverse relationship between com- 
modity prices and reserves. 

One of the facts brought out by this table is the long duration 
of the crisis of 1920 as compared with that of 1907. In 1907 
the principal events transpired within five months; in 1920 they 
were spread over a period of nearly two years. In 1907 the 
financial and credit mechanism of America broke down imme- 
diately, precipitating a panic and forcing the cycle to a head. 
In the last crisis the elasticity of the Reserve System pre- 
vented the banking machinery of the country from collapsing. 
Banks were enabled to render greater service to the business 
community, the situation was eased, and events culminated more 
slowly. 

The Discount Policy of the Reserve Banks during the De- 
flation Period. Having outlined very briefly the chief develop- 
ments of the crisis of 1920 we shall proceed to a survey of the dis- 
count policy of the Federal Reserve System during the deflation 
period. In this connection we must not only trace changes in the: 
Bank rates and in the earning assets of the Regional Banks but 
must also deal with a number of theoretical questions which have 
been in the past and are still the object of burning controversies. 
Many of these issues, like so many problems in the field of 
Economics, are not capable of quantitative determination. If 
they were they would no longer be objects of controversy any 
more than questions which might arise in some more exact science 
and which could be settled by resorting to laboratory tests. The 
forces which culminate in economic manifestations are often by 
their very nature so complexly interwoven and so manifold that 
we can not separate them and give to each its due weight with 
the same exactitude which is possible in the field of the physical 
sciences. 

The Bank Rate. In June of 1920, it will be remembered, a 
%% vate on ninety-day commercial paper was in force at the 
Boston, New York, Chicago and Minneapolis Reserve Banks 
while a 6% rate ruled at the Philadelphia, Cleveland, Richmond, 
and San Francisco Banks. The Atlanta, St. Louis, Kansas City 
and Dallas Banks had elected to inaugurate graduated rates of 
discount with 6% as the basic rate. For nearly a year, from 
June 1, 1920, to May 5, 1921, the rate on ninety-day paper at 
the Federal Reserve Bank of New York ruled at 7%."° 


13 Sources: Discount Rates of the Federal Reserve Banks, 1914-1921. 
Ninth Annual Report of the Federal Reserve Board, pp. 42-45. 
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While rates of discount at other central reserve banks have from 
time to time been raised to higher levels, never have they remained 
at a level as high as this for so long a time. During the same 
period market rates on four to six months commercial paper ruled 
even higher, fluctuating as they did between 7 and 8%. Beginning 
on May 5, when the ninety-day rate at the New York Bank was 
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CHarr XXI: FLucTuAaTIONS IN THE BANK RATE OF NINETY-DAY 
COMMERCIAL PAPER AT THE FEDERAL RESERVE BANK oF NEW YORK 
CoMPARED WITH FLUCTUATIONS IN MARKET RATES OF INTEREST. 
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reduced from 7 to 644%, successive reductions of % of 1% ata 
time were made until on the 3rd of November it was reduced to 
414% and on June 22, 1922, to 4%. The Bank rate remained at 
this figure until February 28, 1928, when it was raised to 41% 
as a result of a series of events with which we shall deal later. 

Bank Rate below Market Rates. Throughout this whole 
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CHART XXII: Fructruations In THE' BANK RATES AT THE FEDERAL 
RESERVE BANK or NEw YorK oN PAPER COLLATERALLED BY GOVERN- 
MENT OBLIGATIONS COMPARED WITH THE YIELD OF THOSE OBLIGATIONS. 
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period the Bank rate on ninety-day commercial paper remained 
below corresponding rates in the market. As market rates fell 
and approached the Bank rate, it too was reduced so that at 
all times it stood at a lower level than market rates of interest. 
The statement that market rates were consistently higher than 
the Bank rate is correct in so far as it refers to the Bank and 
market rates on commercial paper. Bank rates, however, on 
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CuHart XXIII: A CoMPARISON OF THE “AVERAGE HARNINGS ON 
BANKERS’ BILLS PURCHASED BY THE RESERVE BANKS WITH THE MARKET 
RATES ON BANKERS’ BILLS. : 
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paper collateralled with certificates of indebtedness and with 
Liberty bonds did, through part of the period, rule higher than 
their respective yields. The same is true of the buying rate on 
bankers’ acceptances which ruled slightly higher than market 
rates. Some claim that because this has been the case, because 
the buying rate at the Reserve Banks on bankers’ bills has ruled 
above the market, that therefore itis correct to say Bank rates 
in general have ruled above market rates. In other words, they 
would define market rates as those rates borne by bankers’ bills. 
They would also assert, since promissory notes offered for dis- 
count bear the endorsement of a member bank, that their credit 
standing is comparable with that of bankers’ bills. The con- 
clusion would then be drawn that a Bank rate ruling above market 
rates on bankers’ bills may be said to stand above rates on all 
paper offered for discount. Can it be claimed, however, that 
Bank rates on commercial paper are above the market unless 
they exceed market rates prevailing on commercial paper? The 
fact that paper offered for rediscount must bear a bank indorse- 
ment does not result in any metamorphosis which makes it an 
acceptance and entitled to the rates prevailing thereon. The 
Bank rate is not. above the market unless it stands above market 
rates on the various classes of paper which are eligible for re- 
discount or purchase. 

A Definition of Market Rates. Confusion must necessarily 
arise from seeking to define all market rates of interest in terms 
of one rate. There are many market rates, depending upon the 
credit standing, the maturity and the nature of the paper offered 
for discount or purchase. It is impossible to reduce all to one 
common classification. The mistake of endeavoring to do this 
has arisen perhaps from the fact that mention is commonly 
made of the market rate in London as if there were really only 
one rate. What is meant, however, by the market rate in that 
connection is the rate prevailing on bankers’ bills. 'The minimum 
rate of discount at the Bank of England is applicable to this 
type of paper alone and generally rules above the correspond- 
ing market rate. Some of the market rates in London, as for 
instance the rate on overdrafts, rule actually higher than the 
Bank rate. To the Bank of England this is a matter of indif- 
ference. There is no Bank rate on overdrafts for they are in- 
capable of rediscount. We must therefore recognize that there 
are several market rates of interest in America on the types of 
paper eligible for purchase or discount at the Reserve Banks, 
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i.e., the rate on acceptances, commercial paper rates, and the 
yield afforded by government obligations. The Bank rates (for 
the Reserve Banks should not attempt to have a uniform rate 
for all types of paper) should rule above these several rates 
respectively. 

From the point of view of the Reserve Banks the determina- 
tion of market rates on commercial paper is a matter of some 
difficulty. It is usually represented, as we have been compelled 
to represent it in parts of this work, by the buying rates of 


_ commercial paper houses. This rate is not exactly representative 
of the paper discounted by the Reserve Banks for commercial 


paper houses will buy only the best paper offered by the larger 
business men of the country. A simple and somewhat more 
accurate representation of market rates on commercial paper 
would be an average of the rates charged on the paper offered by 
member banks for rediscount with the Reserve Banks.‘* This 
might be an average weighted either by the number of pieces of 
paper or by the size of the paper offered for discount at the 
various rates. The Federal Reserve Board has made some com- 
putations of the rates charged by member banks on paper offered 
for discount which follow: 1° 

14 Messrs. Hepburn and Anderson in The Gold and Rediscount Policies of 
the Reserve Banks, suggest line of credit rates as a criterion of the market. 
The difficulty of securing such rates from banks, particularly from those 
located in small centers, and the fact that they do not fluctuate readily in 
response to economic conditions, rule them out as a good index of the mar- 
ket. See Harding, Principles Governing the Discount Rate, p. 185. 

15 Ninth Annual Report of the Federal Reserve Board, p. 16. 
In a letter written to Governor McKelvie of Nebraska, Governor Harding 


presented some interesting statistics of market rates in that state: (The 
Commercial and Financial Chronicle, October 8, 1921, pp. 1521-1523.) 
~ Amount OF PAPER DISCOUNTED BY OMAHA BRANCH IN 
AuGust 1921 at 6%, ON WHICH MEMBER BANKS 
HAD CIHARGED A RATE OF 


Rate Amount Percent of Total No. of notes Percent of Total 
616% $ 546,100 TAT 26 1.50% 

¥ 1,650,100 22.58 67 3.87 
7% 1,977,400 27.06 95 5.48 
we 8 1,870,400 25.59 468 27.00 
‘ 8% 400 0.01 a 0.06 
Fig 9 460,900 6.31 152 ETE 
10 796,800. ~ 10.90 913 52.68 
12 6,100 0.08 ial 0.64 
$7,308,200 100.00 1,733 100.00 
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AVERAGE RATES CHARGED BY MEMBER BANKS ON CUSTOMERS’ PAPER REDISCOUNTED 
WITH FEDERAL RESERVE BANKS DURING DECEMBER, 1921 AND 1922. 


harged by member banks in— 
Average rates charg: y harem 


charged by 
Federal re- 
serve banks, 
Federal reserve Large cities. | Medium size Small size All classes 
bank, cities cities and of cities 
towns 


Dec.,| Dec.,| Dec., | Dec.,| Dec.,| Dec., | Dec., | Dec., Dec., | Dec., 
1922. | 1921. | 1922. | 1921. | 1922. | 1921. | 1922. | 1921. | 1922. | 1921 
[fae 2 


BOsStoni se bs caw seh 4.81 | 6.05 | 5.49 | 6.12 | 5.82 | 6.22 | 4.84 | 6.05 | 4.00 | 4.50 
New York oae<cs 4.94 | 6.00 | 5.97 | 6.02 | 5.74 | 6.11 | 4.99 | 6.00 | 4.00 | 4.50 
Philadelphia ....| 4.98 5.96 | 6.00 | 6.00 | 5.86 | 6.03 5.00 | 5.97 | 4.50 | 4.50 
Oleveland ...... 5.68 | 6.26 | 6.05 | 6.42 | 6.22 6.30 | 5.67 | 6.26 | 4.50 5.00 
Richmond ...... 5.93 6.07 | 6.19 6.75 | 6.74 | 6.94 | 6.20 | 6.60 | 4.50 | 5.13 
Atlanta 70, beets ces 5.81 | 7.10 6.98 7.52 | 7.91 | 7.98 | 6.34 | 7.84 | 4.50") 5.98 
Obiesgo, (fascias 4.97 | 6.388 6.27 | 7.07 | 7.46 | 7.52 | 5.86 | 6,60 | 4.50 | 5.00 
on) LOUIS Fite tere 5.383 | 6.87 | 6.63 7.55 7.78 | 8.04 | 5.61 | 6.69 4.50 | 5.00 
Minneapolis ....| 5.73 | 6.78 7.38 | 8.88 | 8.98 | 8.74 | 8.08 | 7.65 | 4.50 | 5.50 
Kansas City ....| 6.26 | 7.18 | 6.86 | 7.33 8.80 | 8.92 7.06 7.87 4.50 | 5.00 
Dillas tte caer *6.34 | 7.60 8.55 | 8.30 | 9.75 | 9.69 | 8.41 | 8.97 | 4.50 5.50 
San Francisco....| 5.23 | 6.08 | 7.24 | 7.81 8.01 | 8.19 | 5.44 | 6.37 | 4.00 5.00 
Total 


6,000, bet 5.10 | 6.12 | 6.41 | 7.15 | 7.69 | 7.97 | 5.38 6.50 | 4.30 | 4.91 
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Tt will be noted that during December 1921, the discrepancy 
between the rates charged by the Reserve Banks and the ‘aver- 
age of the rates charged by member banks on paper discounted 
with the System varied from 1.87% in San Francisco to 
3.47% at Dallas and that in December 1922, this margin varied 
between 14 to 1% in the Philadelphia district to 3.91% 
in the Dallas district. In other words, in order to equal 
market rates of interest as defined in this section the Bank 


rate in Philadelphia in December of 1922 should have been 


advanced from 4.5% to 5% and in Dallas from 4.5% to 
8.41%. 


_ Tt would be politically unfeasible many would assert to have 
a rate at one Reserve Bank approximately 314% above that 
prevailing at another. Of course if the Reserve Banks are to 
consider solely the political consequences of each one of their 
actions, a scientific policy of rate control will never be developed. 
Such measures as the use of moral pressure, the outright refusal 
of paper offered for discount, the rationing of credit, and the 
raising of the credit requirements of eligible paper would have 
to be resorted to as a means of checking inflation, speculation 
and a continual employment of the rediscounting facilities of the 
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Reserve Banks. Others might assert that the establishment of an 
81% rate in Dallas and a 5% rate in Philadelphia would not 
only be politically impossible, but would also be economically 
undesirable in that the Bank rate in Dallas should be no higher 
than the rates which banks in Dallas are charged when they 
borrow funds from commercial banks in New York City. In other 
words if the X National Bank in New York charges the Y 
National Bank in Dallas, 5% for a loan, this should set the 
maximum limit beyond which the Bank rate in the Dallas district 
should not be raised. The theory underlying this contention is 
that banks in the Dallas district should be accommodated by the 
Federal Reserve Bank of Dallas, even though it be forced to bor- 
row from other Reserve Banks, rather than that the banks in 
Dallas should borrow directly in New York.’® This point of 
view is not tenable. In the first place, the X National Bank of 
New. York would loan only to those banks in the Dallas district 
whose credit position were of the best, while the Reserve Bank 
must deal with all the member banks. In the second place, as the 
X National Bank is not a note-issuing, reserve-holding bank it 
has not the responsibility of conserving the country’s monetary 
stock of gold and checking inflationary tendencies which are part 
of the duties of the Dallas Reserve Bank. The X National 
Bank is guided solely by the desire for profits; it is anxious to 
extend the maximum amount of credit it may without jeopardizing 
its own safety. The Dallas Bank on the other hand should not 
be actuated by such motives. Its purpose is not to make money 
but to exercise a general oversight and control of credit ex- 
tensions in its district. It should not make it profitable for the 
member banks to rediscount but should so fix its rates that they 
will discount only when they have a real need for funds. Finally 
would it not be just as logical and as untenable to assert that 
the Bank rate in New York should not exceed market rates in 
London because New York banks borrow funds there from time 
to time. 

Reasons for Asserting that the Bank Rate Should Rule 
Above the Market. At this point it might not be amiss to recall 
to mind the reasons which should induce central bankers to set 
their rates above those prevailing in the market. Especially in the 
upward sweep of the business cycle is it of the utmost importance 
that Bank rates should exceed the market. In most nations 


16 The borrowing of money in New York by banks in the Dallas district is 
not undesirable, promoting as it does a nation-wide mobility of funds. 
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central reserve banks have a monopoly of the note issue privilege 
and hold the banking reserves of commercial banks. It is be- 
cause commercial banks have not the right of note issue and do 
not hold the banking reserves of the nation that their interest 
charges are of comparatively little importance. If the X Na- 
tional Bank in New York lowered its rates of interest and 
expanded at a faster rate than other banks it would not be long 
before it would experience debit balances at the clearing house 
which would compel it to build up its deposit account with the 
Reserve Bank.'7 This the X National Bank could do by redis- 
counting or by remitting cash items. If the Bank rate were lower 
than market rates it would follow the first method which would 
simply increase the liabilities of the Reserve Banks; but if the 
Bank rate were above the market, it would follow the second 
which would impair immediately this bank’s ability to expand. 
A Bank rate which stands below market rates of interest will 
encourage rediscounting and the expansion of credit on the part 
of member banks: It does not take long for an expanding volume 
of credit on the upward sweep of the cycle to reach a point be- 
yond which increases will engender a rise in prices and not further 
production. A Bank rate ruling below market rates will induce 
member banks to rediscount during a period when trade is buoy- 
ant and business confidence is running high. Bank rates should 
be set high enough to penalize steady rediscounting and high 
enough to induce borrowing banks to repay their borrowings in- 
curred for seasonal or cyclic needs. 

Most authorities in America take this point of view. For 
instance we find the following statement in the Report of the 
Joimt Commission of Agricultural Inquiry, Part IL; 18 


The discount rates of Federal reserve banks in accordance with the 
policy of banks of issue, in almost all of the countries, having a 
central banking system, should normally be slightly above the rates 
carried by the class of paper to which they apply, in order that the 
lending power of the Federal reserve banks may be preserved for 
times of financial stringency and crisis and in order that this lend- 
ing power shall not be depleted by member banks borrowing from 
them for purposes of profit only. 


7 In New York City clearing house balances are settled on the books of 
the Federal Reserve Bank. 
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Governor Strong in his testimony before the Joint Commission 
of Agricultural Inquiry stressed the point that a Bank rate 
prevailing below market rates of interest “would be an invita- 
tion to the member banks to use the credit resources of the 
reserve system for the purpose of making a profit, and that is an 
invitation to an enlargement of the credit and the currency of 
the country, and to speculation.” '” Governor Harding branded 
as a fallacy the theory that discount transactions should yield a 
profit to the member banks.” Quotations similar to these might 
be multiplied indefinitely.2* As opposed to this point of view 
the Federal Reserve Bank of Cleveland in a little pamphlet en- 
titled A Profitable Privilege, evidently printed for the purpose of 
encouraging state banks to become members, calls attention to 
the fact, with apparent approval, that membership in the System 
enables banks to make a margin of profit on their rediscount 
transactions. This point of view, that the Reserve Banks are 
wholesalers of credit, the fallacy of which we have indicated in 
an earlier passage, is fortunately not generally sponsored. 
Reductions in Bank Rate through 1921. The reductions 
made in the Bank rate through 1921 °° have since become the 
object of a considerable amount of controversy. With respect to 
these there are really two schools of thought; the one asserts 
that the Bank rate should have been reduced sooner, sometime 
in the Fall of 1920, and that to maintain a 7% rate until May 
of 1921 was needlessly severe upon the business of the country ; 
the second maintains that the Bank rate was lowered too quickly 
and should have followed and not preceded market rates of in- 
terest on their downward course. The first school of thought is 


19 Part 13, p. 516. 

20 Hearing before the Joint Commission of Agricultural Inquiry, Part 13, 
p. 142. On another occasion Governor Harding asserted it was impracticable 
to have the Bank rate above the market. (The Commercial and Financial 
Chronicle, October 29, 1921, p. 1832.) 

21 For instance, see: 

Hepburn and Anderson, The Gold and Rediscount Policy of the Federal 

Reserve Banks, pp. 6, 11, 12, 13. 

Forgan, Owrrency Expansion and Contraction, p. 173. 

Monthly Bulletin of the National City Bank, June 1922, pp. 9-10. 

Eighth Annual Report of the Federal Reserve Board, p. 30. 

Willis, The Probable Trend of the Rate of Interest and Investment, p. 23. 

Kemmerer, High Prices and Deflation. 

22 For the Reserve Bank’s reasons for these reductions see, the Monthly 
Review of the Federal Reserve Bank of New York for October 1, 1921, p. 1. 
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represented in the Report of the Joint Commission of Agricultural 
Inquiry: 


Notwithstanding the apprehensions of the Federal Reserve Board 
and Federal reserve banks regarding the possible results in a change 
in policy [as regards discount rates], the commission is of the 
opinion that a more liberal policy could have been adopted in the 
latter part of 1920 and the early part of 1921 and that the adoption 
of such a policy would have served to arrest in part the tide of 
deflation and to reduce the hardships and losses incident thereto.” 


Professor Cassel holds the same belief that the maintenance of 
the Bank rate at 7% for nearly a year in America simply en- 
couraged a further “aimless increase in the internal value of the 
dollar.” 24. Those who sponsor this point of view must believe 
that market rates of interest, which ruled above the Bank rate 
during 1920 to 1921, would have fallen as reductions were made 
in the official rates of discount, for unless this were true a reduc- 
tion in the Bank rate would not have lightened the hardships of 
the period of deflation. Thus there is implied in this theory the 
thought that fluctuations in market rates are determined by 
changes in Bank rates, that market rates rise as the Bank rate 
moves up because bankers in order to live must be able to re- 
discount at a profit,?° and that market rates fall with the Bank 
rate because bankers will pass on the lower rates. 

Influence of Bank Rates on Market. To what extent do 
changes in the Bank rate influence fluctuations in market rates? 
During a period when the resources of banks are abundant and 
there is a plethora of funds, a rise in the Bank rate will have no ef- 
fect upon market rates of interest. Banks are not rediscounting 
and market rates remain low. If on the other hand, the period we 
are considering is one in which Bank rates rule below market 
rates of interest and a great many banks are rediscounting, of 
their own accord or perhaps encouraged by the central govern- 
ment, it might be possible for a short time to prevent rates pre- 
vailing in the market from rising to their natural levels, but only 
at the cost of rising prices. This is just what occurred during the 
time of America’s participation in the war and in the period of 

23 Credit, Part II, p. 88. See also pp. 13 and 14. In a minority report 
(pp. 158-159) Representative Mills differed with this point of view. 

24 Cassel, Money and Foreign Exchange After 1914, p. 236. 


25 Hawtrey falls into this error. Monetary Reconstruction, p. 104. See, 
also, speech by Senator Owen, Congressional Record, Vol. 59, p- 7039. 
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inflation following the armistice. Conversely a central bank may 
at times, as did the Bank of England, force increases in market 
rates of interest, when the Bank rate rules higher than the 
market, by mopping up the surplus funds in the market and by 
forcing banks to rediscount-at the Bank rate: At best, however, 
the power of a central bank to increase market rates, in a nation 
where the commercial banker has a fair share of the business, is 
quite limited both as to the extent of the rise and the duration 
of this higher rate. If the period we have under review is the 
downward swing of the cycle and if the Bank rate rules below 
market rates, as was true during the latter part of 1920, it is 
quite doubtful whether reductions in the Bank rate would affect 
rates in the market.?® Indeed, if they did it would probably 
result in a recrudescence of inflation. At such a time market 
rates will fall only as frozen credits become liquidated, as bor- 
rowers meet their debts, and as deposits swell through savings. 
During the downward sweep of the cycle when banks are cautious 
and chary of granting new loans, and when business is at a stand- 
still, reductions in the Bank rate would not be passed on. The 
Bank rate should descend only as economic conditions improve 
and: the market rate subsequently declines. True, the critic 
might respond, but reductions in the Bank rate would have a 
decided psychological effect, would instill confidence. This 
psychological effect, however, could be obtained through an ex- 
pansion in open-market operations on the part of the Reserve 
Banks without resorting to the dangerous expedient of lower- 
ing the Bank rate beneath the market. 

The essence of the foregoing discussion is that central banks 
can control fluctuations in market rates of discount to a very 
limited extent. To assert that fluctuations in market rates are 
controlled entirely) by changes in the discount rates at the Re- - 
serve Banks is a rank absurdity.27 The resources of member 


26 The low rates prevailing at the Reserve Banks have not generally been 
passed on. The McAdoo commodity rate was not. See, also, Wright, Bank 
Credit and Agriculture, and Reynolds, Rediscount Rates, Bank Rates and 
Business Activity, p. 193. 

27'This is the view expressed by the Federal Reserve Bank of Minneapolis 
in its letter of Nov. 12, 1921 written to the Editor of the Pioneer Press at 
St. Paul. “If it is a proper assumption that the rediscount policy of the 
Federal Reserve Bank is a controlling factor in the rates which borrowers 
pay at the commercial banks, it might be pertinent, if high rediscount rates 
force high rates upon borrowers, to ask why it was during the pre-war 
period when rediscount rates were very low, that the then existing level did 
not produce very low rates to borrowers. It is common knowledge that an 
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banks amount to 33,852 millions of dollars and those of the Reserve 
Banks to only 5000 millions.28 Furthermore, during no single 
month has more than 59% of the membership of the System redis- 
counted. Those institutions which are forced to rediscount have to 
meet the competition of those that are not compelled to borrow. 
At times central banks may be able to, and should force increases 
in market rates; and other times may be capable of holding them 
down temporarily through low Bank rates and an inflation of the 
circulating media. The Reserve Banks, however, are not omnip- 
otent; their influence over market rates of interest is limited. 

The second school of thought, regarding reductions in the 
Bank rate through 1921, asserts that it was reduced altogether 
too quickly, and that the Bank rate should have ruled above 
market rates through this period. This school is represented 
among others by James B. Forgan, a banker of Chicago.”® 
With this point of view we are in full agreement. On the down- 
ward sweep of the cycle reductions in the Bank rate should follow 
and not precede the decline in market rates of interest. 

A More, Detailed Consideration of Changes in the Bank 
Rate. Returning to a somewhat more detailed consideration of 
the fluctuations in the Bank rate through this period, presented on 
p- 390, we notice: 


advancing discount rate simply narrows the spread between the rate the 
borrower pays and the Federal Reserve Bank rate, or in other words, that 
the borrower’s rate does not ordinarily advance as rapidly as the rediscount 
rate. With rediscount rates receding, it is improbable that the general level 
of the rate to borrowers will recede at the same rate or in the same propor- 
tion. It would be most disastrous if the popular assumption that rediscount 
rates control borrower’s rates were true. We would then have twelve Federal 
Reserve Banks that absolutely dominated interest levels in the United States. 
The borrowers’ rate would become hard and inflexible. The very great 
adaptability of the interest rates to the necessity of the particular individual 
or firm, which is one of the most valuable assets of our banking system, 
would be destroyed. No sound business man or banker would countenance 
for a moment any policy that put the control of commercial bank rates to 
borrowers, in the hands of any authority except the officers and executive 
committee of the particular bank. The dangers of such a_ situation ‘are 
obvious and one of the most apparent would be the creation of the very 
situation which those who drafted the Federal Reserve Act were most 
anxious to avoid—namely, centralization of control over credit. The present 
situation under which every member bank has absolute freedom and inde- 
pendence in the making of rates to borrowers is infinitely more desirable.” 

28 Federal Reserve Bulletin, 1923, pp. 842 and 863. 

29 Currency Expansion and Contraction, p. 170. See, also, statement by 
Continental and Commercial National Bank of Chicago appearing in the New 
York American, May 17, 1921, p. 14. 
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1) that the Bank rate was reduced by 1% of 1% at atime. If it 
be the policy of the Reserve Banks to move the Bank rate by steps 
of 1% of 1% it is a stilted one. The Bank rate should move by 
whatever intervals are demanded by the exigencies of the moment. 
At one time it was the policy of the Bank of England to move 


A SUMMARY OF 'THE OPERATION OF GRADUATED RATES OF DISCOUNT IN THE KANSAS 


City District 


————————————————— 


Eaucessive borrowers 


Months Banks | Basic line Borrowed 
,Num- Per Amount Per Amount Per 
ber cent cent cent 
1920 
AnD Piboie tec 2 cc 178 16.8 $53,785,314.00 34.9 $106,851,047.36 84.5 
Mary © over 202 19.1 51,631,836.00 35 99,301,688.50 19 
BRNO ae «Seer. fs sf 253 23.9 48,328,728.00 eiensicrs 91,141,806.98 75.1 
SS et care aches 280 26.1 50,481,424.00 34.4 98,343,382.12 73.9 
ARIZUSE eos Shi 306 28.5 53,885,158.00 36.9 100,320,169.07 ays 
September 338 31.3 55,986,198.00 39.7 118,353,105.68 78.8 
October wk. ses 387 35.7 64,769,615.00 47.4 132,563,208.93 83.9 
November 392 36 66,374,642.00 48.2 120,477,301.37 84 
December 416 38.3 64,236,575.00 47.9 117,328,475.57 84.2 
1921 
January 385 35.3 43,539,156.00 31.2 75,979,499.36 70.3 
February | 3866 33.6 38,746,151.00 28.1 66,507,364.79 67.7 
March. Sch ici - 361 33.2 45,032,489.00 33.4 73,201,638.80 73.2 
PAST er renetene re ek | 360 33.1 45,026,415.00 34.7 69,870,455.74 72.9 
ONL erie OY gicl ce. 3. 354 32.5 31,553,833.00 24.6 47,188,977.58 57.6 
OGIO es susuete 6,8 363 30.3 27,418,718.00 21.8 40,237,738.76 61.2 
oD BLY aka. ire leo 327 30 33,815,379.00 27.1 47,435,589.18 63.7 
Nonexucessive borrowers 
Months Banks Basie line Borrowed 
Number Per Amount Per Amount Per 
cent cent cent 
1920 
PACE G ee he 229 21.5 $44,000,559.00 28.5 $19,644,738.12 15.5 
May 5.02. 281 26.6 47,884,552.00 32.5 26,291,382.41 21 
AjcRTOe pas 271 25.6 51,585,197.00 34.9 30,209,993.98 24.9 
Ajit 5 gl eeea tenes 267 24.9 53,216,613.00 36.2 34,794,091.09 26.1 
August 256 23.8 50,101,221.00 34.4 29,931,151.32 23 
September 271 25.1 49,993,692.00 35.4 31,770,599.26 21.2 
October 5 282 26 41,240,211.00 30.2 25,518,270.19 16.1 
November . 306 28.1 42,573,440.00 380.9 22,879,654.33 16 
December 304 27.9 40,098,105.00 29.9 21,940,907.68 15.8 
1921 
January 825 29.8 51,196,991.00 36.6 32,123,539.70 29.7 
February 326 30 54,788,070.00 39.8 31,718,715.82 32.3 
March 319 29.3 46,958,050.00 34.9 26,864,200.30 26.8 
Aprils: of o. 344 31.6 43,687,418.00 33.6 25,888,075.40 STL 
Mayo Acs ce 342 31.4 56,847,750.00 44.3 34,680,197.68 42.4 
June aie 3807 28.1 57,516,192.00 45.7 38,364,274.92 48.8 
OL a a tere 324 29.8 46,060,824.00 36.9 26,997,256.80 36.3 


a a a a a ee ee eee 


404 DEFLATION 
Nonborrowing 
onthe Banks Basic line 
Per Per 
Number cone Amount cone 
1920 
IS ale eg GORDO O DIDD OOOO OOOO 000 06 656 61.7 $56,374,141.00 36.6 
IML GI: tes fale cule) © (0's! 0) 1 chi; of os: alte locieousi sous ieioiels 572 54.3 48,057,728.00 82.5 
DUNS? Aajcxels dictdtcilavwialene dhe aneteee Mepetatetate 5384 50.5 48,076,744.00 82.4 
PUES soya, chara chensValsxentyonehobetaralehawonel omcieat tors 5385 49 43,191,338.00 29.4 
BASSE Miva hele GIRe oto sve: ester pip ta. ocala tem ohne 513 47.7 41,719,701.00 28.7 
September! jovsxeveieercielookelereversisteretenareteyars 471 43.6 35,047,785.00 24.9 
QGEODET. .'o sisianocaterete elaye: « che skenaets atin ere 414 38.3 30,728,197.00 22.4 
November” 2), sts: arg feteeve tele ebeeuusiecyelte eine 391 35.9 28,804,794.00 20.9 
POcOM POR. 2) oais:cncvehohsieuclopbustercsoucdsiionsastionl 368 33.8 29,596,896.00 22.2 
1921 
AMLA LY. «Sie e chelaltals (a eietelle, «yer pledetolnens ven 881 34.9 44,976,027.00 32.2 
GDI Bir Visi feted th ycus tesco nshcua cists ert oneme 396 36.4 44,182,176.00 32.1 
Marchi were nitie cheldiotccs vite «date elevonaerte 409 387.5 42,745,617.00 BE er 
Apri 2 Sedo Riark scistene eeticus, de deeerels Meceevene 384 35.3 41,141,387.00 31.7 
MEY are celle se maemo eon © ECE Cecio. Ae 394 36.1 39,863,151.00 81.1 
eJTUTNG, > ails latteiiatoterals enetgteraiereve at otemeue el okereiene 420 38.6 40,979,822.00 82.5 
AG rte MOO ocho 5 CDM ae che fas Onin Cate 438 40.2 44,900,328.00 36 
Total 
Num- 
ber of 
banks Basic line Liability 
1920 
PATITILL.. la, si eases aisy clits: ofehaiet oe eer ore Ren eeane 1,063 $154,160,014.00 $126,495,785.48 
MAY, Mere ot elole cies sin aie slsxomierstersteriee iene ails Oot 147,574,116.00 125,593,070.91 
SUNG Tole faye ioveretel= oho sie sicieters wtete, se steve LaLTODS 147,990,669.00 121,351,800.96 
UN At. Sid OOO SOOO DOSOS6 osoecell) Tie 146,889,375.00 131,137,473.21 
AUSUBE cis vice calc ticle bis sieieiaieriee eerie MLO KG 145,706,080.00 130,051,320.39 
September verte ile ches eee OSU 141,027,675.00 150,123,704.94 
October Y ie cass wte wciels Saha Ue LOS 136,738,023.00 158,081,479.12 
November nc ck): veiacisies siteciites ured if 0So 137,752,876.00 143,356,955.70 
December waccecic ste citing. Mea OSS 133,931,576.00 139,°69,383.25 
1921 
SADUBLY  sleous.c siciela siete rane tare dROONs 139,712,174.00 108,103,039.06 
BeODruaryine:csjsiccctoisislslateie cic one ee eee OSS 137,716,397.00 98,226,080.61 
Marchi (i012, <keiarosoreiaj a Noreneticle eae oeteetd OS OD 134,736,156.00 100,065,839.10 
Ltr ee OG alc 0 GR Ge doc Oe Oe caod Oe 129,855,220.00 95,758,5381.14 
MS YiMe «: sirekoceioya) npeiete lara ie cist etre ote ee EIR OG 0 128,264,734.00 81,869,175.26 
PUNE’ Fe oroserer tere BIe tage Chie nea ete O.O 125,914,732.00 78,602,013.68 
TULY ai vvakelniSia Freier ay st syeccharsteraeete eae AROS SO) 124,776,531.00 


74,432,845.98 
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their rate by such steps but it was later abandoned as too mechanistic 
and incapable of meeting all eventualities. 

2) that with the reductions made in the rates prevailing on com- 
mercial and agricultural paper and trade acceptances on the 16th 
of June, 1921, a uniform rate of 6% prevailed on all types of 
paper eligible for discount. Since that time this has seemed to be 
the established policy of the System. As indicated in Chapter II 
uniform rates for discounts and advances do not prevail at central 
banks in Europe. In America it is not desirable that uniform rates 
should prevail irrespective of the maturity of the paper and irrespec- 
tive of the question whether it is commercial paper or paper 
secured by government obligations. 

3) that as a result of the establishment of a uniform Bank rate the 
preferential rates on war paper were abolished. 

4) that the minimum buying rate for bankers’ acceptances ruled 
from 14 of 1% to 1% below the Bank rate. 


The Abandonment of the Progressive Discount Rates. The 
most important development not revealed in this table was the 
abandonment of the progressive rates of discount. The Federal 
Reserve Bank of Atlanta was the first (on November 1, 1920) to 
discontinue the progressive rates of discount, substituting there- 
for a flat 7% rate. Progressive rates were discontinued at the 
Dallas Reserve Bank on February 15, 1921, at the St. Louis 
Bank on June 23, and at the Kansas City Bank on the Ist of 
August. As in the case of the Atlanta Bank, the Dallas Bank 
substituted a 7% flat rate upon abandoning its progressive rates. 
In fact at that time it was the policy of the Board to allow 
those Regional Banks which had inaugurated progressive rates 
with 6% as a basic rate to discontinue them only in case a 
flat 7% rate was substituted therefor 30 and a promise was 
made to scrutinize very carefully all paper offered for dis- 
count.3? 

Graduated Rates Applied Systematically only in the Kan- 
sas City District. The graduated rates of discount were in effect 
for the longest period in the Kansas City district. In that 
district alone, Governor Harding has declared, were they applied 


30 Hearing before the Joint Commission of Agricultural Inquiry, Part 13, 


. Bil. 
31 Amendments to Federal Farm Loan Act and Federal Reserve Act, pp. 


47-48. 
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in a systematic manner.*” A summary of the operation of the 
progresssive rates in that district follows: ?? : 

As judged by various statements, the officials of the Kansas City 
Bank seem enthusiastic in their praise of the efficacy of the pro- 
gressive rates. In testifying before the Joint Commission of 
Agricultural Inquiry, Governor Miller said: 


Almost from the beginning of the Federal reserve system the 
city banks in our district had rather encouraged the country banks 
to avoid the Federal reserve bank and to concentrate their business 
and loans with them, the city banks. 

But after the progressive rate went into effect and the larger 
banks were confronted by the higher rates of interest [the larger 
banks had been borrowing excessively, in January 1920, four banks 
in Kansas City and nine banks in Omaha had absorbed 57% of 
the lending power of the Federal Reserve Bank of Kansas City], 
they at once communicated that information to their country cor- 
respondents and suggested to them that it would be the patriotic 
thing for them, at that time, to avail themselves of their share of 
the lending power of the Federal reserve bank. . . . From the very 
day we put in effect the progressive rate these new borrowers began 
to come forward. .. . 

Very likely a great part of the funds which were borrowed by 
the new borrowers was money turned back from the larger banks. 
This served well the purpose of the Federal reserve bank because 
we had a liability to those country banks, and in that way liquidated 
that liability, as it were, by them coming in and getting their share, 
which resulted in a greater distribution of credit.24 


It was the larger banks which paid the progressive rates of dis- 
count. Governor Miller states that the member banks located in 
the reserve cities paid 81.76% of all the progressive interest 
charged.*® This had the effect of checking quickly the ex- 
tensive rediscounting of the city banks, which was carried on 
largely for the purpose of reloaning funds at a profit to bankers 
situated in smaller communities, and had the effect also of induc- 


32 Hearing before the Joint Commission of Agricultural Inquiry, Part Wet 
p. 352. 

Ns Report of the Joint Commission of Agricultural Inquiry, Part II, pp. 
66-67. 

34 Hearing before the Joint Com 


mission of Agricultural In wiry, Vol. 
3, p. 740. : ae ; 
35 [bid., p. 745, 
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ing the country banker to bring his paper directly to the Reserve 
Bank. The progressive rates were successful, so the officials of 
the Kansas City Bank affirm, in bringing about a better distribu- 
tion of credit, and in spreading the lending power of the Re- 
serve Bank among a number of member banks, lending power which 
had previously been absorbed by a few.®® In effecting a better 
distribution of credit Governor Harding was of the opinion that 
the inauguration of the progressive rates had in reality resulted 
in an increase in the extensions of credit to the agricultural 
sections.3* 

A large number of member banks in the Kansas City district 
were heartily in favor of the progressive rates. When it was un- 
derstood that there was some discussion of their abandonment 
bankers in the reserve cities passed resolutions declaring that the 
progressive rates were sound in principle and helpful and construc- 
tive in operation and that they had been an important factor in 
bringing about a fair and equitable apportionment of credit in the 
Aistrict.?* 

Considerable opposition however developed against the pro- 
gressive rates of discount.®® The feeling was common, especially 
among the members of the agricultural bloc, that their introduc- 
tion had resulted in exorbitantly high rates of interest and in 
excessive pressure in rural centers to reduce borrowings; that 
graduated rates were too mechanical in their application; and 
that they penalized the banks, those unafraid to extend credit, 


386 Seventh Annual Report of the Federal Reserve Board, p. 537. 

37 Hearing before the Joint Commission of Agricultural Inquiry, Vol. 2, pp. 
354-355. 

38 [bid., Vol. 3, pp. 745-746. Governor Harding has stated that the pro- 
gressive rates of discount worked well in the St. Louis Reserve District. 
(Ibid., Vol. 2, p. 140.) 

39 Regarding this opposition Governor Harding has spoken as follows: 

Senator Glass. Governor, let me ask you this: Why does not the board 
exercise the discretion with which it is clothed by the text of the law, and 
which it was intended it should exercise; and in those States where the 
legal and contract rate is so high as to involve this subsidy to rediscount 
operations, why does not the board exercise its discretion and raise the 
rediscount rate to those people? 

Mr. Harding. We did, you know. For a while last summer we instituted 
that progressive rate which Congress authorized, to cover that very situation; 
but there was such a tremendous clamor against anything of that sort (any 
bank that calls a loan now or asks for additional collateral is held up as an 
enemy to the public) that we yielded to the wishes of the directors of the 
Federal Reserve banks. (Amendments to Federal Farm Loan Act and 
Federal Reserve Act, p. 47.) 
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which were doing their best to remedy conditions. Much 
was made of the case of a bank in the Atlanta Federal Re- 
serve District, which in the two-weeks period ending September 
30, 1920, was charged on some of its borrowings the basic rate 
of 6% plus a super-rate amounting to 8114%. The reason for 
the high interest charges was that this bank had borrowed an 
amount equal to seven times its capital stock and had allowed 
its reserve balances to fall from $9433, the legal minimum, to 
$86. In consequence of the action of the Atlanta Bank in re- 
funding all charges made in excess of 12%, including the basic 
rate, this bank actually paid a super-rate amounting to only 
3.88% through this period.*® Politicians and demagogues, how- 
ever, seized upon this case as an awful illustration of the grasp- 
ing and heartless disposition of the officials of the Reserve System. 
The charge that the progressive rates resulted in exorbitant 
interest rates falls completely when we compare the average rate 


of earnings on bills discounted at all the Reserve Banks through 
1920 and 1921.” 


ANNUAL RATES OF HARNINGS ON DISCOUNTED PAPER 


Federal Reserve Bank of: 1920 1921 
Bostonigs sa cverrogs ss ators oes tee roel a as ot eer Cee 5.91% 6.03 % 
ING BEX OPS oe nevaha wie va. o cece eae Snel NE Te eee oe 5.88 6.13 
Philadelphiat 0 2a ties ek ahn. Ue ce ths Bee as ee 5.48 5.49 
Clevelandsihieoy. shark 237, een ea 5.88 5.85 
Richmond ls... + <secsttny ee ieee ae eee 5.69 5.92 
Atlantag VW yeckiae.t tales Re oa ee eee ee Del 6.12 
Chica gah ater faces ee ee a a See Oe. ao eae a 6.17 6.40 
S Pag IsOUIS pear sss h ices aa wathdecdnclalevereo nino tt lrae pier 5.83 5.97 
Minneapolis) 1 .stistcicn ctavcateastercrcr aerate vote nee 6.22 6.48 
Kansas City aot.oonbvasctas ake) come oma ree 6.05 6.06 
Dalat Pace diet e. sag oo, opt eae One geese oe ee ee 5.67 6.25 
Sam Hranciscomie ass eae ae ee ae eee 5.79 5.82 
AVOPASE! Oc cerete ieee oe tees Co ee 5.88 6.07 


In 1920 the mean of the annual rates of earnings on paper 
discounted by the Reserve Banks having the progressive rates 
amounted to 5.837%, while for the entire System this equalled 
5.887. In 1921 both of these averages are the same, 6.07%. 
Through quite elaborate computations the Federal Reserve Bank 
of Kansas City proved that interest charges imposed upon member 


40 Congressional Record, Vol. 64, p. 2557. For an explanation of the reason 


for this rate, see the speech by Carter.Glass, Congressional Record, Vol. 62. 
p. 1244. 
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banks in that district were actually less with rates progressing 
from a basic rate of 6% than had a flat 7% rate prevailed.*? 
In spite of all this, however, as early as the 22nd of December, 
1920, a bill was introduced in Congress to repeal the provisions 
of the Federal Reserve Act-which permitted the progressive rates 
of discount.4? This was finally accomplished in the Agricultural 
Credits Act approved March 4, 1923. 

Judging from the opinions of the officials of the Reserve 
System, those who had charge of the operation of the progres- 
sive rates of discount, the graduated rates, did succeed in bring- 
ing about a better distribution of credit.** Their application, 
however, should have been general. The fact that it was not 
furnished political capital to those who affirmed that the farmer 
was being treated unjustly. There was as much reason for their 
introduction in the eastern districts as in the four districts in 
which they were applied. From the table inserted below it will 
be noted that on June 10, 1920, the total borrowings from the 


Percentage ReLAtion or Toran BorrowiNcs FROM EACH FEDERAL RESERVE 
Bank TO ToraL BAStic DiIscouNT [LANE OF ALL BANKS IN THE CORRES- 
PONDING DISTRICT 


Federal reserve bank | June 10, Octrs; _ Feb. 10, June id, 
1920 1920 1921 1921 

eR atta 

Lectin, | Seen pce etre oriees 68% 60% 54% 40% 
Nes WOH BootothoouacecusocT 59 a 81 28 
Philadelphia -Se.t- js. seer. ~ 113 72 17 72 
GilevelanGuet thes berte Cui «ae an 48 32) 43 ah 
FRUUCHIIMIOTICLMEN « ciate er eielersistete: 1 sl isie 116 a Uy 99 pail 
PACET arma Citen ieee pate: actelexel elisiele:.s\ eile. s,s 125 195 156 120 
Cin cee.adorgoosccQeoGmD 95 107 83. 65 
Sh GOs = neo Goo O00 CG oe cRNOIC 123 126 74 66 
Minneapolis ....- eee eee ee ees 99 130 101 on 
inn (Cling edeenoos sae omUOeds 81 108 15 0 
allan ees See itoe esse es 88 116 90 84 
San Francisco ....s+-eeeeeeees al 80: 68 (al 
SAViCL AZ Eias elsiesietis's.. = - 91 102 83 73 


SO ed ee a eer eee er eens 


41 Report of the Joint Commission of Agricultural Inquiry, Credit, Part 


II, pp. 60-61. : 
arnt Representative McLaughlin, H. R. 15324, 66th Congress, 3d Session. 
48The Federal Reserve Board seemed somewhat skeptical as regards the 

effects of the progressive rates. (Seventh Annual Report of the Federal 


Reserve Board, p. 59). 
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Federal Reserve Bank of Philadelphia amounted to 113% of the 
basic line of the member banks, while they amounted to but 81% 
and 88% respectively in the Kansas City and Dallas districts 
where the progressive rates had been introduced.** 

Even in New York, where Governor Strong claimed that the 
progressive rate was not applicable, this percentage, on February 
10, 1921,:amounted to 81% as compared to 75% for Kansas 
City. 

If the progressive rates of discount are ever applied again it 
might be well, as Governor Harding has suggested,’ to have but 
three gradations, the minimum rate applying to all ‘borrowings 
within the basic line, say, for instance, a rate of 7%, and rates of 
perhaps 9% and 11% applying to borrowings in excess of this 
amount. Such a plan possesses the advantage of simplicity as 
contrasted with the plans adopted. Finally, no paper should be 
exempt from the application of the higher rates as were war 
and agricultural paper. The progressive rates should apply to 
all discounts and advances. 

The Discount Operations of the Reserve Banks., The 
amount of bills rediscounted by the Reserve Banks continued to 
expand through 1920, reaching a peak on the 5th of November, 
six months after prices had started on their downward course.*® 
The dates on which the bills discounted for the member banks in 
the various Reserve Districts reached a peak are given in the 
following table: 


Federal Reserve Bank of Date of High Point 


TR OSEONMiaqertensia ckensveie tev etarevete Wiehe tere/s/s eure December 26, 1919 
New “York. setsteiccarsis ators dlsve s) Sates sretors November 12, 1920 
Philadelphia jy. \yc-acceessteveiel eens ovexeio eieterens February 27, 1920 
Cleveland: citi. aiktitersieni ele rereiensemereieye December 26, 1919 
RRICHIMONGA, “sieis seas eree sieeetateneise ie ore September 24, 1920 
ATLA E AL: civperapecoen cine etree leptic Sens emeie ret November 19, 1920 
CRTCAGO Tarra jere eee tore ciate diets olen niece tens September 24, 1920 
SE LLOUIS Ros cee ls Merle cinta hers che Crores October 22, 1920 

MINT EAD OMS a5: si.s.c5s sit <iartie iat steieie revere October 29, 1920 

Aansas: Gity’ acs custensaueluseeiee eit ere November 5, 1920 

Dalla gies raiss wre ecw urea tue ceteve e eraatoneve be etetets September 24, 1920 
San Mrancist0)emsvess ook. ee eee December 10, 1920 


In the Boston, Philadelphia and Cleveland Reserve Districts 
the peak of rediscounts occurred in December 1919, and in 

44 Hearing before the Joint Commission of Agricultural Inquiry, Part 
13, p. 762. 

45 Ibid., Vol. II, p. 351. 

46 Seventh Annual Report of the Federal Reserve Board, p. 138. 
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February 1920. Industry is important in all three districts, 
which in the downward course of the cycle was liquidated early 
and quickly. The peak of the rediscounts in the remaining dis- 
tricts took place sometime during the last four months of the 
year. Though manufacturing is very important in the New 


York district the peak was not reached until the 12th of Novem- 


ber. This was due to the fact that commercial banks in New 
York were extending funds to banks throughout the agricultural 
sections of the country and in so doing required the assistance of 


_the Reserve Bank. Logically the discounts of central banks 


should increase after a crisis. Unable to force collections, busi- 
ness men must borrow from their banks, which in turn are com- 
pelled to call upon the central bank. Particularly throughout 
the agricultural sections did loans become frozen; farmers were 
unable to pay their commitments contracted on the basis of 
high prices for wheat and corn, and in some communities had to 
be carried by banks through four successive seasons.‘47 Attempt- 
ing to force collections would only serve to throw the farmers 
into immediate insolvency and bankers would obtain but a frac- 
tion of their loans. Farmers had to be carried, and in order to 
do so banks were forced to rediscount to an increasing extent with 
the Reserve Banks, especially as deposits were being withdrawn in 
the agricultural sections at the very time that loans were not 
being repaid. Through this period the policy of the Reserve 
Banks was, as it should have been, liberal.*® A too strict scrutiny 
of the paper offered for discount, a too strict insistence upon 
credit tests, and the refusal to discount paper, would have oc- 
casioned the failure of many banks and in every way would have 
been a most disastrous policy. As John H. Rich, Federal Re- 
serve Agent at the Federal Reserve Bank of Minneapolis has put 
it: 

It is better to save the reputable banks, assist their worthy cus- 

tomers, whether business men or farmers, to weather the storm, 

and hope for rehabilitation later, than to take a narrow view and 

force the bank to the wall, unsettle public confidence and perhaps 

precipitate again such conditions as were a quite familiar experience 

. . 49 
prior to the establishment of the Federal Reserve System. 


47 Rich, Hapansion and Contraction from the Federal Reserve Standpoint, 
ASI. 
iy 48The Board expressed itself as pleased that the Reserve Banks had 
extended liberal credits. (Federal Reserve Bulletin, 1921, p. 775). ] 
49 Rich, Expansion and Contraction from the Federal Reserve Standpoint, 
pp. 181-182. 
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In speaking of the assistance ‘yendered by the Federal Reserve 
Bank of Kansas City to shaky financial institutions, Governor 


Miller, before the Joint Commission of Agricultural Inquiry, 
declared: °° 


Mr. Miller. Well, we do not guarantee their continuance, but in doz- 
ens of cases we have saved them from bankruptcy, or from the hands 
of a receiver, because when we feel that a bank is solvent, although 
overextended, if there is any chance at all to save that bank and its 
clientele from disaster we give it every aid that it is possible to give 
up to the very point of taking the risk ourselves. We feel, how- 
ever, Mr. Chairman, that we are not called upon to assume the risk 
and losses of an insolvent institution which has been brought to 
that State by unsound management. We could give you instances 
by the dozens where we have had all-night sessions to save such 
banks, and we have saved them; but we have always tried to save 
them with a view of not absolutely assuming the loss ourselves, 
and have succeeded very well so far. 

Representative Ten Eyck. You do not consider that it is your 
duty to guarantee them against disease, but you will help them out 
and cure them if possible? 

Mr. Miller.’ Yes; and neither do we consider it our duty to try 
to pump solvency into an insolvent institution. We cannot do it, 
because if a bank is insolvent and is not worthy to exist we do not 
feel it our duty to go to the same extent that we would for a solvent 
bank—a well-managed bank, one that is even overextended to the 
point of danger. 


Apparently no curb was placed upon the borrowing banks by 


It is on the upward sweep of the cycle that the Reserve Banks 
should scrutinize commercial paper with the greatest care and 
not during or in the period following the crisis, when prices 
are falling rapidly and business confidence is at a low ebb. 

It is for their liberality during the upward sweep of the cycle that — 
the Reserve Banks must be censored and not for their liberality 
during the crisis. In this connection it would not be amiss to 
quote a statement made by Mr. Thomas P. Kane, for many years 
Deputy Comptroller of the Currency, in his very charming book 
entitled The Romance and Tragedy of Banking. In speaking of 
the credit policies of the Federal Reserve Bank of Chicago he 
states (pp. 5383-534) : 


50 Hearings of the Joint Commission of Agricultural Inquiry, Vol. 3, p. 


771. See, also, testimony of Governor Harding, Amendment to Abolish 
Office of Comptroller of Currency, etc., p. 43. 
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the Federal Reserve Bank of that district and the deplorable and 
critical situation which existed in Iowa was, in a great measure, 
due to the unreasonably large lines of credit extended to the mem- 
ber banks by the Federal Reserve Bank of Chicago, apparently 
without regard as to whethér the funds loaned were to be used in 
legitimate business transactions or for speculative purposes or 
hazardous ventures. 

In a number of cases the lines extended to these banks were 
largely in excess of justifiable and prudent limits. 

In addition to the amount of eligible paper discounted for Iowa 
banks by the Federal Reserve Bank the volume of ineligible paper 
held by that bank as collateral to the eligible paper ran to very 
large totals. The proper exercise of even ordinary judgment by 
the Federal Reserve Bank at Chicago in extending credit to the 
member banks in Iowa would have prevented the situation in that 
State from becoming so acute. 

The enormous deflation in commodity values would have caused 


-a most unsatisfactory condition under the most favorable circum- 


stances, but the critical situation that developed could have been 
avoided, or, at least, greatly ameliorated, if the Federal Reserve 
Bank at Chicago had not permitted the Iowa banks to become 
so desperately extended. 

After about four years of this extreme liberality, the Federal 
Reserve Bank suddenly reversed its policy, and about January 1, 
1921, commenced to advise the banks that they could have no more 
credit, but must arrange to liquidate their indebtedness. An active 
and vigorous campaign was then inaugurated through the Federal 
Reserve examiners to coerce the banks into liquidating their obliga- 
tions to the Federal Reserve Bank. 


For the Federal Reserve Bank to insist that any great propor- 


_tion of the borrowings of the banks be liquidated at that time was 


a thing impossible to be accomplished. The result of such a policy 
on the part of the Federal Reserve Bank was obvious. 

Niumerous complaints from different banks and from other sources 
were made to the Comptroller of the Currency of the attitude of the 
Federal Reserve Bank and the Federal Reserve examiners, which 
were brought to the attention of the Federal Reserve Board by the 
Comptroller. The Governor of the bank and some of its officers 
were summoned to Washington for a conference over the situation, 
with the result that a change of policy was immediately put into 
effect and the injudicious and destructive methods that had been 
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pursued were abandoned, and more constructive measures adopted in 
the nature of assisting the banks that were deserving of assistance. 


Students of the discount policies of central banks are agreed that 
it is on the upward sweep of the cycle that central banks should 
discourage rediscounting and that this policy should be aban- 
doned at the time of a crisis. 


Holdings of Discounted Bills. The following table gives the 
holdings of discounted bills by months: °* 


a 


Hoxipincs or DiscouNTED BILLS 


Secured by U.S. 
Year Government Obligations Other Total 
(000 omitted ) 


1920 

Jan. 30. $1,457,892 $ 716,465 $2,174,357 
Feb. 27 1,572,980 880,531 2,458,511 
Mar. 26 1,441,015 1,008,215 2,449,230 
Apr. 30 1,465,320 1,069,751 2,535,071 
May 28 1,447,962 1,071,469 2,519,431 
June 25 — 1,277,980 1,153,814 2,431,794. 
July 30 1,241,017 1,250,613 2,491,630 
Aug. 27 1,314,830 1,352,297 2,667,127 
Sept. 24 1,220,423 1,484,041 2,704,464. 
Oct. 29 1,203,905 1,597,392 2,801,297 
Nov. 26 1,192,425 1,542,975 2,735,400 
Dee. 30 1,141,036 1,578,098 2,719,134 
1921 

Jan. 31 1,040,367 1,416,750 2,457,117 
Feb. 28 997,965 1,391,545 2,389,510 
Mar. 31 971,100 1,262,006 2,233,106 
Apr. 30 937,652 1,138,916 2,076,568 
May 31 787,244 1,120,669 1,907,913 
June 30 637,590 1,113,760 1,751,350 
July 31 BVT, 774. 1,063,838 1,641,612 
Aug. 31 545,176 946,759 1,491,935: 
Sept. 30 496,844. 916,169 1,413,013 
Oct. 31 462,436 850,591 1,313,027 
Nov. 30 476,360 705,941 1,182,301 
Dee. 31 485,233 659,113 1,144,346 


51 Sources: Ninth Annual Report of the Federal Reserve Board, pp. 55-56. 
Federal Reserve Bulletin, 1923, pp. 378, 515, 629, and 735. 
Up through November 1920, these figures are for the last Friday in each 
month. The figure for December 30, 1920, falls on a Thursday; thereafter 
the figures are for the last banking day in each month. 
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HOLDINGS OF DISCOUNTED BILLS 


Secured by U.S. 
Year Government Obligations Other Total 
(000 omitted) 


1922 

Jan. 31 363,586 475,299 838,885 
Feb. 28 284,614 427,963 712,577 
Mar. 31 260,781 419,686 680,467 
Apr. 29 185,743 324,861 510,104 
May. 31 171,106 300,384 471,490 
June 30 167,241 294,177 461,418 
July 31 132,390 273,788 406,178 
Aug. 31 126,113 211,335 397,448 
Sept. 30 162,780 300,916 463,696 
Oct. 31 269,042 307,393 576,435 
Noy. 29 315,280 334,816 650,096 
Dec. 30 331,790 ~ 285,990 617,780 
1923 

Jan. 31 377,482 219,769 597,251 
Feb, 28 356,039 239,721 595,760 
Mar. 31 372,768 326,146 698,914 
Apr. 30 386,079 338,914 724,993 
May 31 406,824 363,910 770,734 
June 30 407,356 429,593 836,949 
July 31 391,937 433,999 825,936 
Aug. 31 412,318 471,235 864,562 
Sept. 29 401,186 482,367 883,553 
Oct. 31 425,650 458,150 883,800 
Noy. 30 406,533 396,821 808,354 
Dee. 31 353,685 369,383 723,068 


From this table it will be noted that the total holdings of 
bills discounted reached a peak on the 29th of October, 1920, 
even though bills secured by government obligations were con- 
stantly declining. In fact, they were at a maximum in November 
of 1919.52. It had been the policy of the System to induce mem- 
ber banks to rid themselves of their holdings of war paper and to 
discourage advances collateraled by government obligations.” 
In spite then of the preferential rates which prevailed on war paper 
until June 16, 1921, the Reserve Banks’ holdings steadily de- 
clined. 

Total holdings of discounted bills reached a minimum on the 
31st of August, 1922, declining by $2,403,849,000 within twenty- 

52 Ninth Annual Report of the Federal Reserve Bank, p. 54. 


58 For discussion of the reduction of the bond holdings of reporting member 
banks, see Seventh Annual Report of the Federal Reserve Board, p. 79. 
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two months. The factors which were responsible for bringing 
about this decline in the loan account at the Reserve Banks were 
the liquidation of frozen credits resulting from better business 
conditions and imports of gold. 

Liquidation of Frozen Credits. The liquidation of credit, 
as we have shown by a former table,°* affected first the industrial 
centers of the East. Later, by April 1921, as shown in the 
following table considerable progress had been made along this 
line in the non-agricultural sections of the country.”° 


MembBer BANKS GROUPED BY CHARACTER OF COUNTIES 
(000,000 omitted) 


Character of Loans Accommodation at 
Counties , Federal Reserve Banks 


May 4,| Apr. 28,| Mar. 10, | May 4, | Apr. 28, | Mar. 10, 


< 1920 1921 1922 1920 1921 1922 
Agricultural $ 3,190 | $ 3,154 |$ 2,933 § 226 § 353 $241 
Semi-agricultural 1,484 1,465 1.367 138 138 66 


Non-agricultural . 14,791 | 13,964 | 12,846 2,207 1,578 310 


Between the spring of 1921 and 1922 liquidation proceeded 
at approximately equal rates in agricultural and non-agricultural 
counties. The member banks located in agricultural counties 
had not, however, reduced their borrowings with the Reserve 


Bank to anything like the same proportion as had member banks 
in non-agricultural counties. 


PERCENTAGE RELATION OF ToTAL BORROWINGS FROM THE FEDERAL RESERVE 
BANKS TO ToTaL BAsic Discount LINE oF ALL MEMBER BANKS 


1920 June 10 91 per cent 
Oct. 9 102 per cent. 
1921 Feb. 10 838 per cent 
June 15 73 per cent 
Nov. 30 40 per cent 
1922 Noy. 30 20 per cent 


54 See pp. 410-411. 

55 Ninth Annual Report of the Federal Reserve Board, p.8. As illustrative 
of the quick liquidation in the East, loans and deposits in New York City 
began to decline a year before the loans and deposits of the reporting banks 


in the rest of the country. Report of the Joint Commission of Agricultural - 
Inquiry, Part II, p. 135. 
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The improvement which had occurred is illustrated in the above 
table.°® The total borrowings from all the Reserve Banks on 
October 9, 1920, amounted to 102% of the total basic line of the 
member banks, and had fallen by November 30, 1922, to 20%. 

: Gold Imports. The seeond factor accounting for the liquida- 
tion of the loan account at the Reserve Banks was the imports 
of gold. From the lifting of the gold embargo to the 31st of 
August 1920, America suffered a net loss of gold as illustrated 
by the following table.** 


Goitp MovEMENT FROM JUNE 1, 1919, To Aue. 31, 1920 
(000 omitted) 


Net Net 
Country Imports Exports 
RIPE G On desecercte: sanwinccreceteceiceeeriinne teeea eto nuneen act eyel aim, “sts) s9 e156 $2,409 
MET Ae ES ELEAIEN ete rer ees ence ease eicaet ete is atehatcuer efor opus FN aaeo.ce 
Neat herlanid sis ut. cocee Sas c.cdeebah eile che sh cle ake eert. UAE eke” 9%. payers 
Shrestermt 9) SS ur Sructeb ee eta Re aes SIG comb came oon eres if} 
(COMRGUD. Gao > acre media tomo RnR oko crc ano EeIRCIO Reps ~~ BER Glo 
AGERE 2S cose cies weeac ae oo ac 9 OCD come Matic 146,375 
Gini 2 sr case ee es OR Ore BO Be mice 59,395 
ivayihiiy, 7 = oe Re BA, Bae OS Siecle, eee cic ary Ie mC 40,804 
UNE i Bote UR IB OO IOI. han creer nid OK a0 OeNMOIOGnI on 132,856 
PAT MO thers totes steno tee stole wile Shove. Sahat revels Scatere n= nalerer arene 146,462 
ee eee Ee ee ee 
Shah 2s oa Se Ses eine Od otha oe ae ORO olomopie me $385,326 


After that time the gold flow changed its direction. From 
September 1, 1920, until December 31, 1923, the net imports 
amounted to $1,266,116,000.°8 The gold flowed in to liquidate 
foreign indebtednesses, to pay for purchases of goods, and to 
create dollar exchange for future use. This period may be 
divided into two parts. During the first part, which continued 
until the close of 1921, member banks deposited the imports of 
gold with the Reserve Banks for the purpose of liquidating a cor- 

56 Hearing before the Joint Commission of Agricultural Inquiry, Vol. 


Ile jo, 

Ninth Annual Report of the Federal Reserve Board, p. 3. 

57 Ninth Annual Report of the Federal Reserve Board, p. 177. 

58 Ninth Annual Report of the Federal Reserve Board, p. 177, and Monthly 
Summary of Foreign and Domestic Commerce. For discussions of the effect 
of those imports of gold upon the Reserve System, see the Monthly Review of 
Credit and Business Conditions, Second Federal Reserve District, August 


1921, p. 12; October 1921, p. 12; January 1922: October 1922, p. 12. 
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responding amount of their indebtedness.°® Since that time the 
gold imports have been used largely as a basis for the extensions 
of new credit. In 1921 the net imports of gold amounted to about 
667 millions of dollars, while the earning assets of the Reserve Banks 
declined by nearly 1400 millions, or by an amount greater by 733 
millions than the increase in the stock of gold. In 1922 the situa- 
tion was different. Net imports of gold amounted to 225 millions, 
while the earning assets of the Reserve System, comparing the 
figures for January 31 and December 30, increased by over 100 
millions of dollars. Available credit at the disposal of the Amer- 
ican banks was thus greatly augmented. In fact on the basis 
of the more than $1,200,000,000 of gold imported since January 
1921, there has been an expansion in bank deposits of $5,000,000- 
000, the major part of this taking place during 1922. 

It was this influx of gold which, as shown in the accompanying 
table, was mainly responsible for the liquidation of the loan 
account at the Reserve Banks and for the rapid increase through 
1921 in the reserve ratio.®° 


RESERVE RATIOS 


Date As Reported With Reserves Constant 
at Nov. 5, 1920, level 

LO 20 see NOV cea) aceon eeusvcussenostkcucmercte 43 % 43 % 
DeCy HS: y5/t-4 sie daa esanete eles 44.1 43.6 
19D Yan et vee ete ee . 46.4 44.2 
Mepis? icc eee sf 49.3 46.0 
A EY eee: hs Sek ee, cere 50.8 46.4 
ADT lie, Cache occas te OL 46.2 
Mayr Sate one tinea tee 55.3 47.6 
TUNEL Ae hoe ae ed 57.4 48.5 
Sully Gh careers se 60.0 49.5 
AUR AB <a tae euaen tank 63.7 512 
DOD Tel cus winch anchors creiane 66.2 lag A 
OGE LD aie oragirerettetereterione are 69.0 51.9 
Noy." 2 sata eee 71.0 52.3 
FLTIDOGH ITOH S. “tin tyeretenen eee ate 73.1 53.0 


ee 
Had no additional gold been lodged with the Reserve Banks 
the reserve ratio would have risen from 43% to only 53% instead 
of to 73.17%, as was actually the case. Assuming that improved 
economic conditions in Europe will in time cause even a part 
of the gold received by the System since November 1920, to be 
59 See Federal Reserve Bulletin, 1923, p. 410. : 
60 Highth Annual Report of the Federal Reserve Board, p. "99. 
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withdrawn, the increase which was recorded in its reserve per- 
centage is more apparent than real. It has even been suggested 
that the officials of the System assume the fiction, in formulating 
their discount and credit policies, that their real reserve percent- 
age is that found by disregarding these gold accretions. Alarmed 
perhaps over the possibilities of inflation which their rapidly in- 
creasing gold reserves afforded, the System attempted by a change 
beginning January 9, 1924, in the weekly press statement of con- 
dition of the Federal Reserve Banks, to camouflage the size of its 


_ gold holdings. This change consisted of the insertion of an extra 


item entitled ‘“‘Gold held exclusively against Federal Reserve 
notes” which was the total of two other items, “Gold with Federal 
Reserve agents” and “Gold Redemption Fund with United States 
Treasury.” Strange enough on January 16 this new item 
amounted to $2,177,679,000 while Federal Reserve notes in actual 
circulation amounted to $2,084,320,000. In other words the 
percentage of gold reserve held against Federal Reserve notes was 
104.5%. The Reserve note then is more than a gold certificate, 
whereas the law would permit the percentage of gold reserve to be 
as low as 40%. If it be the intent of the officials of the System 
to attempt to enact this innovation into law, the elasticity, 
seasonal and cyclic, of the Reserve note would be destroyed. A 
better method of camouflaging its gold holdings would have been 
for the System to have entirely ceased paying out Reserve notes 
and to have forced the gold coins and gold certificates in their 
possession into circulation. 

Additional Statistics of Rediscount Operations. Addi- 
tional statistics of the rediscount operations of the Reserve Banks 
through these years are given in the table on p. 420.°* | 
The points to be noted in this table are: 


1) That holdings of member bank collateral notes reached a peak 
in 1919, and that since that time have declined steadily with 
the passage of war financing and with the efforts made by the 
Reserve System to drive this type of paper from its portfolio. It 
should be noted that in all three years the advances on member 
bank collateral notes at the Federal Reserve Bank of New York 
were many times larger than those at any other Reserve Bank. 

2) That discounts of agricultural and live-stock paper reached a 
peak in 1921 and that the percentage decline by 1922 in this type 
61 Source: Annual Reports of the Federal Reserve Board, and corespond- 


ence with the Board. Comparable statistics for 1923 have not been inserted, 
as at the present writing data are not available. 
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of paper was much less than in the case of rediscounts of com- 
mercial paper. In both 1921 and 1922 the Federal Reserve Bank 
of Chicago led in discounts of agricultural paper. 

3) That discounts of bankers’ acceptances reached a peak in 1920. 
This was a result of the importance of America’s foreign trade 
during the first quarter of the year. By 1922 they had declined 
by 98.4%. During 1920 the Federal Reserve Banks of Boston, 
New York, Cleveland, Chicago and San Francisco discounted 90.3% 
of all acceptances; in 1921, 81%'; and in 1922, approximately 
66°4.%. 

4) That discounts of trade acceptances reached a peak in 1920, 
as did discounts of bankers’ acceptances, but declined much less 
rapidly. In 1920 and 1921 the Federal Reserve Bank of New York 
discounted more trade acceptances than any of the others; in 1922 
it was the Cleveland Bank that led in these discounts. 


Volume of Bills Discounted for State and National Banks. 
Among other facts which bear on the discount operations of the 
Reserve Banks through this period is that the paper discounted 
for national banks declined much more rapidly than did paper 
discounted for state banks and trust companies. 


VoLUME oF BiL~Ls DiIscouNTED 62 
(000,000 omitted ) 


Discounted for Discounted for Mem- 


Year National ber State Banks and 
Banks Trust Companies 

HOD Mie acts Pictures cic SPER S's sheleloVats fo, ,« $69,287 $16.034 

TKSPALD 65 Aiea ae Sele (bir, Ste DN an IO 42,728 15,031 

ODOM Se, ert er ors, erences eine ste oe 16,623 5,460 


This may be accounted for in part by the fact that 133 state 
banks and trust companies joined the Reserve System through 
1921,°° and in part by the fact that the assets of state banks 


62 Ninth Annual Report of the Federal Reserve Board, p. 124. 

63 Highth: Annual Report of the Federal Reserve Board, p. 60. In regard 
to the decline in discounts for national banks the Board wrote the author 
as follows: 

The decrease in discounts for National Banks in 1921 as compared 
with 1920 was especially pronounced in the New York and Chicago dis- 
tricts, which account for $20,455,000,000 of the aggregate decrease of 
$26,559,000,000. Discounts for National Banks in these two districts in 
1920 showed a substantially larger percentage of increase over 1919 than 
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are apt to be less liquid, more of an investment character, and 
therefore remain for a longer time in a frozen condition than the 
assets of national banks. ‘Those who are making a drive at the 
present time to enlarge the membership of the System should take 
cognizance of the fact that the addition of banks whose assets 
are in a more or less unliquid condition will prove a weakness 
rather than a boon to the Reserve Banks. The portfolio of the 
Regional Banks should be of the most liquid character, consist- 
ing mainly of short-term, self-liquidating commercial paper. The 
better to insure that their portfolio will be of such a character, 
the Reserve Banks should confine their relations to institutions 
primarily engaged in commercial banking. This was the purpose 
of the provision in one of the early drafts of the bill which per- 
mitted only national banks to become members. It was felt, 
generally speaking, that their assets were more commercial in 
character than the assets of state banks and therefore with this 
type of member that the portfolio of the Reserve Banks would be 
the more liquid. To the extent that state banks join, whose 
assets partake of investment characteristics, the portfolio of the 
Reserve Banks will lose its commercial character, will be less 
self-liquidating, and will be less responsive to fluctuations in trade 
and commerce. For a portfolio of a central bank, the guardian 
of a nation’s stock of gold and banking reserves, to develop along 
these lines would be disastrous. Its rates of discount and its 
credit policies would be less efficacious and in every way its 
efficiency would be impaired. 

Discounts by Geographic Divisions. A very interesting 
table appeared in the Ninth Annual Report of the Federal Re- 
serve Board reproduced on p. 423.54 The total amount of paper 
discounted during 1920, 1921 and 1922 as well as the number of 
member banks accommodated were given by geographic divisions. © 

Whereas the greatest amount of paper was discounted by 
banks in the Middle Atlantic, East North Central and New Eng- 
land divisions, it was in the West South Central, and in the South 
Atlantic that we find the greatest percentage of member banks 
discounting. In brief, it was banks in the agricultural sections 
which required the greatest assistance. It might be added that 
much of the discounting in the Middle Atlantic division arose 
from the fact that Eastern banks were lending assistance to banks 
in the farming sections of the country. 

did National Banks in other districts or State bank and trust company 


members and consequently a larger decline in 1921 was to be expected. 
64 P, 121, 
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Maturity of Bills Discounted. The average maturity of bills 
discounted in 1920 was 13.29 days; in 1921, 13.63 days; and in 
1922, 12.14 days.®° In 1920 the average maturity varied from 
7.84 days at the Federal Reserve Bank of New York to 88.85 
days at Minneapolis; in 1921 from 6.99 at New York to 44.48 
days at Minneapolis; in 1922 from 5.08 days at New York to 
55.388 days at Dallas. The shorter maturity in New York re- 
sulted from the great preponderance of one, two, three, four and 
five-day advances extended to enablé member banks to build up 
their reserves, impaired perhaps by adverse clearing-house 
balances, while the longer maturity throughout the West arose 
from the predominate amount of agricultural paper discounted. 
Generally speaking the average maturity in the districts located 
in the financial centers of the nation, in the lending Reserve 
‘Districts,°° is much shorter than in the borrowing districts. As 
a consequence of this the effect of a sharp rise in the Bank rates 
in the former will be much quicker and more apparent than in 
the latter. 

Number of Banks Accommodated. In the following table 
there is given the number of banks belonging to the Reserve 
System during: each month of 1920, 1921 and 1922 and the 
number rediscounting: °7 


et Be ee, 
NuMBER OF BANKS ACCOMMODATED 


Total Number of Number of Banks Accom- 
Member Banks modated, by Months 
1920 1921 1922 1920 1921 1922 
January 9089 9637 9852, 3461 5293 5350 
February 9140 9668 9856 3338 5107 4847 
March 9196 9696 9873 3670 5320 4701 
April 9246 9726 9904 4175 5568 4738 
May 9303 9747 9909 4642 5632 4636 
June 9366 9775 9927 4948 5745 4436 


a eee 


68 Ninth Annual Report of the Federal Reserve Board, p. 126. 

66 See p. 435. 

67 Sources: Seventh Annual Report of the Federal Reserve Board, p. 219. 
Eighth Annual Report of the Federal Reserve Board, p. 230. 
ae rere Report of the Federal Reserve Board, pp. 120 
and 147, 


In 1920 and 1921 the number of member banks is given as of the fifteenth 
of the month, in 1922 as of the end of the month. 
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NUMBER OF BANKS ACCOMMODATED 


Total Number of Number of Banks Accom- 
Member Banks modated, by Months 

1920 1921 1922 1920 1921 1922 

July 9421 9779 9930 4858 5607 4167 
August 9472 9792 9917 4780 5453 4042 
September 9506 9795 9917 4758 5427 3944 
October 9544. 9803 9918 4952 5572 3793 
November 957 9805 9916 5275 5622 3859 
December 9612 9827 9916 5651 5676 3873 


The greatest number of banks, 5745, or equal to 59% of the 
total membership, were accommodated in June of 1921, or one 
month before the production of basic commodities in America 
had reached a minimum. From then on the number of banks 
rediscounting declined rapidly, reaching a minimum in October 
of 1922. 

Rediscounting for Non-Members. Section 19 of the Reserve 
Act, it will be remembered, forbids member banks from acting as 
agents of non-members in applying for or receiving discounts 
from a Reserve Bank, excepting by permission of the Reserve 
Board. “During America’s participation in the war the Board 
had granted such authorization in the case of paper secured by 
government obligations. Again, in 1921, on the 27th of July 
the Board, in a circular letter,°® sent to the Regional Banks, 
advised them that general authority had been extended member 
banks to rediscount eligible paper which they had obtained from 
non-members. In testifying before the Joint Commission of 
Agricultural Inquiry, Governor Harding stated ®° that this did 
not represent a change of policy on the part of the Board. From 
the beginning, he said, the position had been adhered to con- 
sistently that the Reserve Banks should discount the paper of 
non-member banks when offered by member banks which 
specialized in carrying accounts for other banks. He asserted 
that the permission which had always been granted these banks 
was, by this circular letter, extended generally. While data are 
not available it is probable that very little use was made of this 
privilege. Its value was chiefly psychological in assuring banks 
in the agricultural sections of a sufficiency of funds during the 
crop seasons. In the latter part of June 1923, Governor Cris- 


68 Hearing before the Joint Commission of Agricultural Inquiry, Part 13, 
p. 344. : 
69 Ibid., pp. 344-346. 
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singer, of the Board, announced the withdrawal of the authoriza- 
tion granted by this letter, stating that hereafter special per- 
mission would have to be secured from the Board for such dis- 
counts. This action was taken at the insistence of a number of 
member banks, who asserted that theoretically a non-member bank 
might enjoy the same rediscounting privileges as they did, without 
having to submit to the rules and regulations of membership.’° 

Attempting to prevent the funds of the Reserve Banks from 
reaching non-members is at best a futile task. The loans ex- 
tended by the Reserve System can not be ear-marked, can not be 
diverted into specific channels. As Governor Strong has put it: 


But if we were to attempt to prevent the employment of the funds 
of the Federal reserve bank for the purpose of making loans to 
non-member banks; if we were to prevent member banks doing that, 
we would have to go into their offices and examine every loan that 
they made or require from them a certificate that they make no 
loans to non-member banks, in order that our funds might not be 
used for non-member purposes.”+ 


All that may be prevented is the direct discounting of non- 
member bank paper endorsed by a member bank. 

Inter-District Rediscounting. In the fall of 1919 and the 
spring of 1920, it will be remembered, it was Reserve Banks in 
the East which were forced to seek funds from the other districts. 
Funds were required for the financing of industrial activities and 
for aiding the Government in its fiscal operations. The prompt- 
ness with which liquidation took place in the industrial sections 
of the nation enabled the eastern Reserve Banks (aside from the 
New York Bank) to repay their borrowings early in 1920 and to 
be in a position to extend accommodation to the other Reserve 
Banks. In fact, through the greater part of 1920 and through 
all of 1921 (with minor exceptions) the Reserve Banks of Boston, 
Philadelphia, Cleveland and San Francisco 72 made extensions of 
credit to the other Reserve Banks.73 

70 The Commercial and Financial Chronicle, June 30, 1923, p. 2945. 

rege & before the Joint Commission of Agricultural Inquiry, Part 13, 
i 72 While agriculture is of importance in the San Francisco district, the 
Reserve Bank there was not forced to borrow because the seasonal require- 
ments of the agriculturalists come during different parts of the year, off- 
setting each other, and because of the fact that trade and commerce are prom- 
inent and because of the large proportion of non-borrowing bank accounts. 

73 Source: Seventh Annual Report of the Federal Reserve Board, p. 204. 

Eighth Annual Report of the Federal Reserve Board, p. 215. 
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As shown above, through 1920 the Cleveland Reserve Bank 
loaned more than any of the others, discounting and purchasing 
nearly a billion and a half dollars worth of paper. Boston and 
San Francisco ranged next in order. The Banks requiring ac- 
commodation were Atlanta, Kansas City, Dallas, Richmond, 
St. Louis, and Minneapolis. New York, Chicago and Philadelphia 
were both borrowers and lenders. Through 1921 the New York, 
Boston, Cleveland and Philadelphia Reserve Banks extended ac- 


_commodation and the Richmond, Dallas, Minneapolis, Atlanta 


and Kansas City Banks received it.74 During the first few weeks 
in the year New York was forced to seek funds, obtaining these 
through the sale of acceptances.” 

During 1920 inter-district discounts and purchases of accept- 
ances amounted to $3,672,792,000 while in 1921 these dropped 
to $1,057,799,000. No inter-district rediscounting has taken 
place since the 9th of December 1921, when the Dallas Bank 
borrowed a million dollars from Boston.7® 

Recapitulation. Since May of 1920 no eastern Reserve 
Bank, save the New York Bank, has been required to seek ac- 
commodation. The chief borrowing banks have been located in 
the South and Middle West. The demands of member banks on 
their’ Reserve Banks in these districts were very heavy by reason 
of the “freezing” of loans, coupled with heavy seasonal agricul- 
tural demands for credit. Particularly in 1920 did these sea- 
sonal requirements tax the banking system. The corn crop was 
the largest ever produced, the production of cotton larger than 
in many year since 1914, and the wheat crop had been surpassed 
only five times in the history of the country.‘‘ The credit re- 
quirements of the borrowing districts were much less urgent in 
1921 than they had been in 1920. A rapid rise in the price of 
cotton, engendered by the reduced size of the 1921 crop, allowed 
planters in the South to liquidate their loans and their banks in 
turn to repay their borrowings at the Reserve Banks. A larger 

For a list of factors which permitted the eastern Reserve Banks to 
loan, see testimony of Governor Harding, in Reviving the Activities of the 
War Finance Corporation, Part I, pp. 68-69, and of Governor Strong in 
Hearings before the Joint Commission of Agricultural Inquiry, Vol. 2, pp. 
Be he a discussion of inter-district rediscounting in 1921, see the Monthly 
Review, etc., of the Federal Reserve Bank of New York, for March 1922, p. 12. 

75 Highth Annual Report of the Federal Reserve Board, p. 217. 

76 All inter-district rediscounts were retired by December 15, 1921. 
(Correspondence with Federal Reserve Board.) 

77 Seventh Annual Report of the Federal Reserve Board, p. 5, 
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exportation of cereals, aided to some extent by the War Finance 
Corporation, assisted in this process in the grain states. 

The borrowings of the New York Bank during and after the 
spring of 1920 were occasioned by the withdrawal of funds de- 
posited by interior banks with member banks in New York, and 
by reduced participations on the part of interior banks in stock 
exchange loans. During the speculative boom of 1919 there had 
been a concentration of funds in New York. The balances of 
out-of-town correspondents with the daily reporting banks of 
New York and street loans placed for their account rose from 
978 millions of dollars on January 3, 1919, to 1518 millions on the 
14th of November. Subsequently this declined, by June of 1921, 
to 934 millions.*® It was the withdrawal of these moneys, re- 
corded in the transactions of the gold settlement fund, which 
forced the Federal Reserve Bank of New York to borrow. Be- 
cause funds are deposited by interior banks in New York banks, or 
loaned for them on the stock exchange, the discount operations of 
the New York Reserve Bank are reflective of credit expansions 
and contractions throughout the interior. Similarly, fluctuations 
in the discounts of the Chicago Reserve Bank will be influenced by 
developments in the agricultural and stock-growing sections. 

Technique of Inter-District Rediscounting. Inter-district 
rediscounting was carried on by the Federal Reserve Board in a 
very mechanical manner. All applications for funds on the part 
of the Reserve Banks were approved, none were refused.” Sur- 
plus funds of the lending Reserve Banks were simply shifted about 
in such a manner as to maintain the reserves of each Regional 
Bank above the legal minimum. This is brought out in the tables 
on pp. 433—434.8° 

Had it not been for the inter-district shifting of funds the 
reserve percentage at the New York Reserve Bank would have 
fallen to 34.2% ; at Richmond to 25.6% ; at Atlanta to 17.0% ; 
at Chicago to 35.3% ; at St. Louis to 18.9% ; at Minneapolis to 
18% ; at Kansas City to 15.9% ; and at Dallas to 9.2%. As- 
suming that these reserve percentages were those actually held 
against Reserve notes, the Board would have been forced by the 
Act to impose the following taxes (see p. 435) upon the uncovered 
notes, a tax which must have been added to the Bank rate.8? 

Peers of the Joint Commission of Agricultural Inquiry, Credit, Part LG 
p. 137. 

79See testimony of Governor Harding, Hearing before the Joint Com- 
mission of Agricultural Inquiry, Vol. II, p. 290. 

80 Highth Annual Report of the Federal Reserve Board, p. 44. 

81 For schedule of taxes see Willis, The Federal Reserve System, p. 855. 
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Bank Rate on 
Federal Reserve Date Reserve 90-day Paper 
Bank of Ratio Tax Would Have Been 
New York | Jan., 1921 384.2% 1% 1% +1% =8% 
Richmond Sept., 1920 25.6 5% 6+ 54 =11% 
Atlanta May, 1920 17 1% 6+11%=17% 
Chicago Apr., 1920 35.3 if Gel 
St. Louis May, 1920 13.9 13 Getels ae ——19 
Minneapolis Noy., 1920 18 10 el ae, 
- Kansas City Oct., 1920 15.9 11% 6+11%=17% 
Dallas Aug., 1921 9.2 16 6+. 16>. = 22 


The shifting about of the gold stock of the Reserve System 
prevented the Bank rates from rising to the heights given in 
this table. Indeed, had the Bank rate risen to 22%, as it would 
have in Dallas, the results would have been calamitous. Even 
though we should not expect this we should expect the average 
{Bank rate in the borrowing districts to stand above those in the 
lending. 

Comparison Between the Bank Rate in the Lending and 
in the Borrowing Districts. In the accompanying table we 
have tabulated the Bank rates, as measured by annual rates of 
earnings on discounted bills, prevailing at the purely lending and 
the purely borrowing Reserve Banks: °? 


On Discounted Bills 


ery, Canis Annual Rates of Harnings 


1920 1921 
Boston 5.91% 6.03% 
Philadelphia 5.48 5.49 
Cleveland 5.88 5.85 
San Francisco 5.79 5.82 
Borrowing Reserve Banks: 
Richmond ' 5.69 5.92, 
Atlanta BT 6.12 
Minneapolis 6.22 6.48 
Kansas City 0's) 6.06 
Dallas 5.67 6.25 


82 Ninth Annual Report of the Federal Reserve Board, p. 48. 
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In 1920 the Richmond, Atlanta and Dallas Banks, all heavy 
borrowers, had a lower Bank rate than that prevailing at the 
Boston, Cleveland or San Francisco Banks, which made large 
extensions of credit to the other Reserve Banks. In 1921 the 
Bank rates at all the borrowing Reserve Banks were higher than 
those at the lending, save that: the Bank rate in Boston exceeded 
that of the Richmond Bank. The Board should insist that rates 
at the borrowing Reserve Banks be maintained at a higher level 
than those at the lending banks. This was the case in 1921 with 
the exception of the Richmond Reserve Bank. Any other policy 
would be most illogical. 

Policies to be Foltowed in Inter-District Rediscounting. 
What policy should the Board follow with respect to inter-district 
rediscounts? Should it grant all applications as it has up to 
the present time, or should a limit be imposed? Is it wise that 
surplus funds from the East should be shifted in vast amounts to 
the West? The Federal Advisory Council has set itself on record 
as unanimously opposed to the imposition of a limit upon inter- 
district rediscounting. In reporting on the subject it stated: °? 


The council’s opinion is that no limit should be placed on the 
amount which one Federal Reserve Bank may rediscount with other 
Federal Reserve Banks. The Federal Reserve System is one and 
indivisible and not twelve independent districts. The council holds 
the view that the Board should exercise its own discretion and 
should not limit its own power of action by binding itself to definite 
rules, which, with conditions varying in the several districts and 
strongly fluctuating at this time, might fit one condition and one 
period but might prove embarrassing in others. The council be- 
lieves, however, that where Federal Reserve Banks are fairly regular 
rediscounters with other Federal Reserve Banks their discount rates 
should not be permitted to be lower than those prevailing with the 
Federal Reserve Banks granting the rediscounts.*4 


The practice of imposing no restraints on inter-district re- 
discounting and sales of acceptances is permeated with many 
dangers. A strict oversight must be exercised lest one Re- 
serve Bank, in expanding its loans and discounts, nullify the de- 
flation policy of another Reserve Bank. Inter-district redjs- 
counting should be confined to emergencies and should not be 

88 Highth Annual Report of the Federal Reserve Board, p. 682. 

84Mr. Edmund Platt, a member of the Reserve Board, has expressed him- 


self very emphatically as regards the idea embraced in this last sentence. 
See The Commercial and Financial Chronicle, Sept. 18, 1920, p. 1137. 
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allowed to develop into a continuous practice. If it occurs as 
a result of a seasonal need for funds the Board should insist 
that the lending bank be paid when this requirement shall have 
passed. ‘The Bank rates at the borrowing bank should be higher 
than the rates at the lending bank, and at least equal to the mar- 
ket rates in the district in question.’® Further, the borrowing 
Reserve Bank should be forced to borrow at a loss—the rate 
which it is forced to pay should rule above its Bank rate and 
should progress with the amount of the borrowings. For the 


Board to permit a steady drain of funds from the East to the 


West, to be invested in loans of a more or less permanent and 
fixed character would be disastrous. Any attempt that the 
eastern Reserve Banks might make to control credit would be 
immediately nullified. The System’s assets would tend to become 
tightly frozen. Were this to come about the large banks in the 
East would be justified in withdrawing from the System. 

Open-Market Operations of the Federal Reserve Banks. 
The Reserve System’s holdings of acceptances declined pre- 
cipitously through 1920 and the first half of 1921. On January 
30, 1920, they amounted to 561 millions, and on July 31, 1921, 
to but 18 millions of dollars. From this low point the holdings of 
bills increased until on December 31, 1923, they amounted to 
355 millions.*® 


85On March 10, 1915, the Federal Reserve Board established a rate of 
314% for paper maturing within thirty days, and 4% for paper maturing 
after thirty but within ninety days, when rediscounted by one Federal 
Reserve Bank with another. These rates were changed on May 29, 191%, 
to 3% for paper maturing up to ninety days. No rediscount transactions 
were consummated, however, until December, 1917, at which time rates on 
paper discounted by Federal Reserve Banks for their own member banks 
were higher than in the early part of the year, and accordingly rediscounts 
between Federal Reserve Banks were made at rates fixed when each trans- 
action took place, having in mind the prevailing discount rates both of the 
bank extending and of the bank receiving accomodation. [Effective Sep- 
tember 7, 1920, however, the Board fixed a rate of 7% on paper discounted 
by the Federal Reserve Bank of Cleveland for other reserve banks, and 
effective September 13, 1920, the same rate was made applicable to all inter- 
Federal Reserve Bank rediscounts. The rate was changed to 614% on June 
23, 1921; and to 544% on November 3, 1921. (Discount Rates of the Federal 
Reserve Banks, p. 30.) 
86 Source of table: 
Federal Reserve Bulletin, 1923, pp. 629, 736, 839, 841, 858, 1150, 
1152, 1228, 1313; 1924, pp. 59, 131. 
Ninth Annual Report of the Federal Reserve Board, pp. 55-56. 
Correspondence with Federal Reserve Board. 
Up through Nov., 1920, the figures given are for the last Friday in each 
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STATISTICS OF OPEN-MARKET OPERATIONS 
(000,000 omitted ) 


Date Purchases of United States Warrants 
Acceptances Securities __ Municipal 

1920 Jan. 30 "$561 $304 

Feb. 27 531 294. 

Mar. 26 452 290 

Apr. 3 407 294 

May 28 419 306 recat 

June 25 399 352 alate 

July 30 345 325 

Aug. 27 322 301 

Sept. 24 308 298 ae 

Oct. 29 298 296 

Nov. 26 248 321 

Dee. 3 256 288 > 
1921 Jan. 31 164 287 ; 

Feb. 28 169 283 

Mar. 31 119 277 5 

Apr. 30 110 267 4 

May 31 75 266 

June 30 40 259 ae 

July 31 18 244 

Aug. 3 35 230 

Sept. 30 45 228 

Oct. 31 86 193 $.010 

Noy. 30 73 205 067 

Dec. 31 145 234 379 
1922 Mievianaess As ions 293 .206 

Feb. 28 93 408 24D 

Mar. 31 105 456 102 

Apr. 29 91 587 ms 

May 31 118 603 - ae 

June 30 161 55D E 

July 81 140 5387 .003 

Aug. 31 180 507 021 

Sept. 30 244- 483 015 

Oct. 31 258 363 , 024. 

Noy. 29 259 304 024. 

Dec. 30 272 436 At eee 
1923 Jan. 31 189 854 page: 

Feb. 28 208 363 nage 

Mar, 31 263 250 041 
ee eee ee 


$$ 


month; for December, 1920, they are for the last Thursday ; 


from January 
1920, the figures are for the last banking day in each month, 


‘ 
pe 
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Date Purchases of United States Municipal 
Acceptances Securities Warrants 

Apr. 30 $272 $185 sees 

May 31 259 192 $.055 

June 30 206 1385 (June 27) 055 (June 27) 

July 31 188 94 (Aug. 1) 010 (Aug. 1) 

Aug. 31 al eri 94 (Aug. 29) .020 (Aug. 29) 

Sept. 29 aba 92 (Sept. 26) 317 (Sept. 26) 

Oct. 31 Pala 92 Bale, 

Noy. 30 300 104 154 

Dec. 31 355 134 .051 


The System’s holdings of United States securities have not 
fluctuated to the same extent as have its holdings of acceptances. 
From a high of 352 millions on June 25, 1920, they declined to a 
low of 193 millions on October 31, 1921, and have on one 
occasion since then risen above 600 millions of dollars. Purchases 
of municipal warrants were discontinued early in 1919 and not re- 
sumed until in October of 1921. Since then these have fluctuated 
between a low of 3 and a high of 379 thousands of dollars. 

Importance of Purchases of United States Securities. 
Through 1920, 1921 and 1922 purchases of United States se- 


curities accounted for well over half of the open-market opera- 


OPEN-MARKET OPERATION OF THE RESERVE BANKS 
(000,000 omitted) 


1920 1921 1922 
Bankers’ Acceptances 3144 1527 1949 
Trade Acceptances 75 % 6 
United States Securities 7988 3847 4633 
Municipal Warrants ae .985 176 


tions of the Reserve Banks.8’ Purchases of trade acceptance ** 


and municipal warrants were relatively unimportant. 

_ As in the past the open-market operations of the Federal Re- 
serve Bank of New York greatly exceeded those at any of the 
other institutions. In 1922 the New York Bank purchased 871 


87 Ninth Annual Report of the Federal Reserve Board, p. 116. 

88 On May 24, 1922, the Board advised the Reserve Banks that upon request 
it would approve of a minimum rate at which eligible trade acceptances might 
be purchased in the open-market, this rate to be not less than one-half of 
1% above the minimum buying rate for bankers’ acceptances in effect at the 
Reserve Banks. Eight Federal Reserve Banks requested and obtained ap- 
proval of a separate minimum buying rate for trade acceptances. (Ninth 
Annual Report of the Federal Reserve Board, p. 18.) 
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millions of dollars of acceptances, or 44.6% of those taken by 
the System, and 2908 millions of dollars of government securities 
or 62.8% of the whole.®® The only institutions buying municipal 


OPEN-MARKET OPERATIONS OF THE RESERVE BANKS 
(000,000 omitted ) 


Municipal 
Acceptances U. S. Securities Warrants 
1920 . 1921 1922] 1920- 1921. 1922)) 1920) > 1922 
Boston $ 304 [$212 | $262 |$ 553 |$ 198] $ 210 
New York 1697 800 71.| 4282 | 2671] 2908 AWE Be 
Philadelphia 41 92 137 Soi 198 162 | $140 | $102 
Cleveland 295 88 96 879 349 214 bei b Bei 
Richmond 52 25 8 84 Sif 32 se avast 
Atlanta 40 22 46 19 20 11 Pee 8 
Chicago 345 138 2538 848 232 597 
St. Louis 36 20 34 74 46 145 Pherae sehen 
Minneapolis 18 pl Benen 142 6 80 89 66 
Kansas City . ie 6 2 128 10 85 756 Pea 
Dallas 8 ae 33 ava 4 18 she oe 
San Francisco 3365 130 212 446 78 171 


warrants were the Philadelphia, Atlanta, Minneapolis and Kansas 
City Reserve Banks. 

Maturity of Purchased Bills. The average maturity of bills 
bought in the open-market through this period was much longer, 
nearly three times as long, as the maturity of bills discounted.” 


AVERAGE MATURITY OF PURCHASED BILLS 


Average High Low 
1920 48.83 days 64.83 days 33.10 days 
(Minneapolis) (Boston ) 
1921 28.53 62.18 16.85. 
(Chicago) (St. Louis) 
1922 39.91 73.01 25.18 


(IXansas City)}| (New York) 


The shorter maturity of discounted bills is accounted for by 
the vast amount of advances running for only a few days, made 
by the Reserve Banks in order that member banks might build 


89 Seventh Annual Report of the Federal Reserve Board, p. 173. 
Eighth Annual Report of the Federal Reserve Board, p. 180. 
Ninth Annual Report of the Federal Reserve Board, p. 116. 
9° Source: Ninth Annual Report of the Federal Reserve Board, p. 137, 
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up reserves which had become impaired chiefly because of adverse 
clearing house balances. The average maturity of purchased 
bills is consequently more representative of the credit period 
of the country. 

Annual Rate of Earnings on Purchased Bills. The annual 
rates of earnings on bills bought in the open-market amounted 
to 5.66% in 1920, rose to 5.70% in 1921, and fell to 3.54% in 
1622. During the same years the annual rates of earnings on 
discounted bills amounted to 5.88, 6.07 and 4.63%. The 
differential between the annual rate of earnings on discounted and 
purchased bills, which in 1920 amounted to .22%, increased to 
387% in 1921, and to 1.09% in 1922.91 

Purchases of Acceptances from Member and Non-Member 
Banks. Through these three years the greater proportion of 
the acceptances purchased were obtained from member banks. 
Strangely enough purchases from national member banks only 
slightly exceeded purchases from non-national member banks. 
While national member banks greatly outnumber non-national 
member banks, it should be remembered that among the non- 
national members are some very powerful state banks and trust 
companies in New York, Boston and Cleveland, which have ex- 
tensive foreign dealings.®? 


HOLDINGS OF BANKERS’ ACCEPTANCES 
DISTRIBUTED BY CLASSES OF ACCEPTING INSTITUTIONS 
(000 omitted) 


Member Banks 


Non-Member] Private] Branches 


National Non-National | Banks and Banks and 
Banking Cor- Agencies 
porations of Foreign 
Date Banks 

ee ee SSS eS 
Dec, 31, 1920 $169,387 $38,374 $24,905 $26,212 
Dec. 31, 1921 60,173 50,091 13,656 12,319 8,806 
Dec. 30, 1922 97,128 92,048 38,036 27,012 16,720 


Acceptances Classified by Originating Transactions. Ac- 
ceptances arising from foreign trade transactions greatly ex- 
ceeded acceptances arising either from domestic transactions or 
arising to create dollar exchange.?* 


91 Ninth Annual Report of the Federal Reserve Board, p. AT. 


92 Source: Ibid., p. 86. 
93 Ninth Annual Report of the Federal Reserve Board, p. 138. 
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Birts Boucut 1n Orpen MARKET By CLASSES 
(000 omitted) 


Bankers’ Acceptances Trade Acceptances 

Foreign Domestic | Dollar Exchange |Foreign | Domestic 

1920 $2,367,881 $711,311 $64,545 $68,876 $5,751 
1921 1,019,689 368,972 138,574 7,081 85 
1922 1,400,057 484,530 63,792 5,844 465 


As indicated in an earlier chapter, by reason of the lack of 
adequate credit information, there is a real need for bankers’ 
bills in foreign trade. In England, where the acceptance has 
reached its highest development, the great majority are “salt- 
water” bills. In the financing of domestic trade, particularly the 
domestic trade of the United States, there is no such need for 
bankers’ bills. 

Abuses in the Use of the Acceptance. Because there was 
little need for domestic acceptances and because American bankers 
were inexperienced the use of the acceptance, many abuses crept 
into acceptance practice. The abuses which characterized the 
use of bankers’. acceptances in the years before America entered 
the war have been outlined. Before making a survey of the later 
misuse of the acceptance, it might be well at this point to recall 
to mind the theory of the acceptance. In accepting a bill of 
exchange a bank is simply substituting its credit of more general 
acceptability for the credit of a business man which, however 
reliable and ultimately cashable, is of more limited acceptability. 
The acceptance should not be used by banks, and was not generally 
employed in Europe before the war, as a subterfuge for the 
granting of additional amounts of credit to business men which 
could not be obtained as a straight loan, nor as a means of 
assisting speculation, nor as a mask for long-time or doubtful 
credit. Such, in brief, should be the principles surrounding the 
use of the dollar acceptance, if it is to become known through- 
out the world as a safe and liquid form of paper. 

The banker’s bill in America has not been drawn in accordance 
with the conditions outlined above. Its standing in the world’s 
financial centers has been greatly impaired by misuse. Some of 
the abuses which crept into its use and which we have indicated 
earlier were: (1) the practice of banks discounting their own 
acceptances ; (2) the renewal of acceptance credits ; (3) the fact 
that many acceptances originated from speculation instead of 
commercial transactions; (4) the formation of acceptance 


he 
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syndicates; and (5) the fact that acceptances were not related 
to specific transactions. 

As time went on this state of affairs was not rectified; indeed, 
the misuse of the acceptance grew. Conditions reached such a 
pass by the close of 1917 that the Reserve Board felt called upon 
to issue to all Reserve Banks a general letter, dated February 7, 
1918, calling attention to some of the principles which should 
govern acceptance practice. In brief these were: 4 


1) That banks should not discount their own acceptances. 

2) That the acceptance market should be primarily reserved for 
strictly commercial uses. 

3) That agreements by bankers to furnish funds for one or two 
years at a definite rate of interest against ninety day acceptances 
should not be countenanced. 


The letter led to no material improvement. Conditions drifted 
from bad to worse. At the May 18, 1920, conference of the 
Reserve Board,” Governor Harding declared that a question- 
naire had been mailed to some of the acceptance houses and 
dealers in acceptances, to ascertain whether the majority of 
acceptances were really self-liquidating or whether they partook 
of the nature of a fixed loan. He added that the domestic ac- 
ceptance was misused, that it had been employed by banks as a 
means of granting credit in excess of the limitations of Section 
5200 of the Revised Statutes, and that acceptances had been 
granted against warehouse receipts where there was no inten- 
tion of sale. In the Federal Reserve Bulletin for June 1920, the 
Board, in commenting upon the discussions held by the American 
Acceptance Council covering the acceptance situation, stated: °° 


Adoption of the established European methods of creating and 
trading in acceptances was advocated as the best means of avoiding 
abuses growing out of the present situation. The discussion has 
developed the fact that at the present day there are considerable 
abuses both in banking practice with reference to acceptances and 
in the present plan of practically treating them as merely a direct 
addition to the accepting bank’s loaning power. It emphasizes 
once more the need of drawing the essential distinction between the 
sale of the bank’s credit which is represented by the acceptance 


24 Federal Reserve Bulletin, 1918, pp. 257-260. 
95 Pp. 56-57. 
96 P, 560. 
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and the process of actual or direct discounting which is represented 
by the deposit operation. It is the practice of many banks to re- 
gard the acceptance as an addition to their lending power—a means, 
therefore, of enlarging or overpassing the limits set by law with 
respect to lending ability, which has given the acceptance in not 
a few minds an unwarranted aspect as a means of pushing still 
further the credit inflation which~is recognized as a very general 
evil in existing conditions. Early rectification of banking practice 
with regard to acceptances is considered necessary as an element 
in the general process of controlling and reducing the volume of 
unnecessary or undesirable credits. The acceptance situation at 
the present moment, however, has a special bearing in connection 
with the, export trade. British banking institutions have allowed 
themselves to accept upon a very much larger and less restrained 
basis than that which was adopted by them before the war, and 
in some cases the acceptances of the greater banks of deposit in 
London now run to twice their capital and surplus, whereas before 
the war they were well below the level of their capital. It is the 
opinion of observers that this greater freedom of accepting in Great 
Britain is due to a desire on the part of banks to reéstablish their 
hold upon financial business and foreign trade, while American 
bankers are of the opinion that in order to keep their share of the 
business it is necessary that they should have a somewhat equal 
degree of freedom in the use of this kind of paper. The compe- 
titive struggle for foreign trade is in this respect, as in many 
others, therefore, in conflict with the dictates of sound control of 
credit. 


The most scathing arraignment of acceptance practice in 
America is the following report submitted in June of 1922 by a- 
committee of national bank examiners to Comptroller of th 
Currency Crissinger: 97 


Your committee No. 1 submits its report upon improvement o, 
the character of acceptances by national banks and a discussion o1 
bad practices which have been found. | 

The new regulations [issued in March, 1922] which have been 
issued by the Federal Reserve Board in connection with the use of 
bankers’ acceptances covering exports and import transactions, 
emphasize the necessity of more carefully considering the basis 
upon which acceptance credits are being granted by the various 
member banks. In spite of the comprehensive regulations issued 


% The Commercial and Financial Chronicle, June 24, 1922, pp. 2777-2778, 
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by the Federal Reserve Board regarding this phase of banking 
practice, there have been numerous and flagrant violations upon tn.. 
part of the large as well as the small banks. The duty of strict 
supervision of the underlying principles upon which national banks 
grant their acceptance facilities devolves to a very great extent 
upon the national bank examiners, and special attention should be 
paid to that part of the examination, to see that not only the letter 
but the spirit of the law is carried out. It might be helpful to 
point out some of the more common abuses of the acceptance 
privilege which have been met with recently in the examination of 
national banks. 

Perhaps the most frequent abuse in connection with granting ac- 
ceptance facilities against import and export transactions is found 
in the continued renewals given by some banks to their customers, 
aggravated to a considerable extent by the difficulties which have 
arisen in American foreign trade during the past two years. When 
the Federal Reserve Board announced its intention of showing 
greater leniency toward rediscounting by the Federal Reserve 
banks of renewals, in connection with transactions effected by the 
worldwide depression in business, many banks took advantage of 
this to too great and unintended an extent, and advances which 
were originally made by means of acceptance credits, but which 
should have long since been either liquidated or turned into a direct 


- bank loan, were carried along by the banks by means of continued 


renewals of acceptances. A national bank should not commit itself 
regarding renewals of acceptances at the time of the opening of 
the credit. Each application for a renewal should be judged upon 
its own merits at the maturity of the acceptance. It is found, 
however, that some banks have agreed to one or more renewals at 
the time of the opening of the credit. There have also been a 
number of cases where acceptances have been renewed as many 
as five or six times against imports or exports of both raw materials 
and finished products. The tendency in such cases is for the bank 
to furnish working capital to concerns by means of acceptance cred- 
its rather than by making them a direct loan. 

Some banks have granted acceptance facilities to American ex- 
porter against their foreign bills, which have been lodged with them 
for collection. This method has in some cases been abused through 
the continued renewals of such acceptances in spite of the fact that 
the collections upon which they were based had been dishonored, 
extended or returned because of non-payment. All of these ac- 
ceptances should have been retired at maturity and a direct ad- 
vance secured from the bank, if necessary, to finance the delay. 
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There has even been one case of a bank, which after finding that 
payment was delayed on various exports bills which they had dis- 
counted for one of their customers, requested him to put them in 
funds by drawing a ninety-day bill on the bank, which was ac- 
cepted and discounted, thus wiping out the debit in the direct ad- 
vance account. 

In the recent Cuban crisis there were many instances of too lib- 
eral renewals of acceptances in connection with various sugar cred- 
its. In some cases the credit was in force from the time that the 
sugar cane was growing until long after the arrival of the refined 
sugar in America. The “dead season” financing has proved to be 
particularly objectionable. Practically all of the so-called “sugar 
credits,” in which most of the large accepting banks participated, 
were subject to a considerable amount of criticism as to the 
method by which the collateral was handled, particularly while the 
sugar was in Cuba. There was no attempt made in connection 
with these credits at the time of the various renewals to adequately 
reduce the amount of the acceptances outstanding to conform to 
the actual marketable value of the sugar held. Although the sugar 
was not really being financed by means of acceptances for a specu- 
lative purpose, still, the banks enabled large amounts of sugar to 
be kept off the market while stocks that were being held and 
which were not being financed by the acceptance credits were dis- 
posed of in the market. 

Some member banks have not taken definite steps in connec- 
tion with granting acceptance facilities against export transactions 
to assure themselves that there were actual and definite shipments 
involved. They have thought that it was sufficient to have a gen- 
eral understanding that the proceeds of an acceptance would be 
used for the financing of shipments of merchandize between any 
particular countries. Also that it was quite in order to grant ac- 
ceptance credits with continued renewal to finance continuous ship- 
ments ,of raw materials imported into the United States. This 
financing should more properly have been taken care of as a direct 
borrowing proposition rather than by means of continuously re- 
newed acceptances. 

There have also been instances where acceptance credits have not 
been granted directly to the exporter or importer, but to corpora- 
tions which have used the funds thus obtained for the purpose of 
financing the foreign business of their customers. 

In a general way the abuses which have come up in. connection 
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with the granting of acceptance facilities against export and im- 
port transactions apply in the case of credits governing domestic 
acceptances. In these credits we again meet a number of cases 
where there have been excessive renewals; where the banks have 
financed the carrying of goods for a considerable period of time 
if not for the speculative holding at least for the maintenance of 
prices above what would otherwise be the real economic value; 
and where little regard has been paid in the case of renewals to 
the depreciated value of the collateral against which the accept- 
ances were made. 

There have been instances where domestic acceptances have been 
given with practically no attention paid to the question of the ac- 
cepting bank being secured during the life of the acceptance. As 
an instance of this one bank accepted drafts drawn against crude 
and refined oil in storage on their customer’s property or in his 
pipe lines. 

Domestic acceptance credits have also been. used for the pur- 
_ pose of securing continued finance. An example may be men- 
tioned where a bank accepted time bills drawn upon them secured 
by warehouse receipts covering cotton in warehouses. These re- 
ceipts were deposited by the bank with a correspondent in the town 
where the warehouse was located with instructions to permit sub- 
stitutions allowing their customers to receive the documents against 
trust receipt. This resulted in the collateral being continually 
changed so that the accommodation was really in the nature of a 
permanent loan. 

In another case acceptances were made for the account of a 
cotton factor who at the time of the acceptance pledged and de- 
posited warehouse receipts and signed contracts of sale with a 
bank. The amount of the acceptances included his profit on the 
transaction and no definite time for the taking up of the cotton by 
the purchaser was agreed upon. As the acceptances were renewed 
on a falling market for cotton no effort was made to have the 
amount of the acceptances conform to the real value of the cotton. 

In one instance a bank was accepting against a domestic ship- 
ment when the goods were being transported across the city by 
truck; a trip requiring about thirty minutes. 

A flagrant misuse of acceptances may be mentioned where a 
firm desired to purchase some furs from another concern and wrote 
a letter to a bank stating that it was holding the furs at their 
disposal and induced the bank to accept their time draft on them. 
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With the money secured from the discount of the bank's acceptance 
the furs were actually secured and gradually sold during the life 
of the acceptance. 

There have been instances of some misconceptions arising in 
connection with the interpretation of the Federal Reserve Boards 
definition of a readily marketable staple. One bank stretched this 
definition to include bristles and brushes. 

In another case watch parts were construed as staples and in 
still another case acceptances were executed against dolls’ heads 
in storage. 

Another unwarranted abuse has been met where acceptances have 
been given for the purpose of securing overdrafts. Acceptances 
have also been executed by the same bank for the financing of the 
building of a steamship in the United States for foreign owners. 

The above is a summary of the most common abuses of ac- 
ceptances found in the recent examinations of national banks. In 
view of the excellent material which has been issued by the Federal 
Reserve Board and the American Acceptance Council on the correct 
method of financing domestic and foreign business by means of 
acceptances, it would be quite useless to reiterate the clear and 
concise suggestions made by them. In fact, during the past seven 
years there has not been a subject in banking practice which has 
received as much publicity as that of the acceptances. In spite of 
this, scarcely an examination is made of one of the larger accepting 
banks without finding some violations of the intent and purpose 
of the Federal Reserve Act in connection with acceptances. It is 
very difficult for the Federal Reserve banks to discriminate between 
acceptances which are drawn in accordance with the law and which 
are not when member bank acceptances are offered to them for 
rediscount. Furthermore, it is extremely awkward, if not impos- 
sible, for them to make inquiries regarding the transaction actually 
behind an acceptance when the bill is presented to them for re- 
discount through a third party, as it would necessarily have to be. 

Perhaps the most practical method of remedying the situation 
is to have more attention paid by the bank examiners to a bank’s 
acceptance activities. A study should be made by a fully qualified 
member of the bank examiner’s force of each acceptance credit, 
and he should satisfy himself that the bank is entirely familiar 
with all of the details regarding the business, and especially that 
the underlying transactions will liquidate the credits within a rea- 
sonable length of time. The examiner should assure himself that 
there is a responsible officer in each bank who is thoroughly con- 
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versant with the law and regulations governing acceptances and 
any changes therein. Particular inquiry should be made in the 
case of all renewals to ascertain that the transaction is still alive 
and still forms a proper basis for being financed by means of ac- 
ceptances. Above all, an earnest endeavor should be made to ob- 
tain the active co-operation of the bank officials as regards the 
placing of national bank acceptances upon a correct basis. 


(Signed) D. C. Borden, T. C. Thomas, H. W. Scott, L. K. Roberts. 


While the instances cited were perhaps the most flagrant cases, 
there is no doubt, nevertheless, that the acceptance was misused. 
In order that the abuses prevalent in acceptance practice might be 
eliminated we should expect the Federal Reserve Board to revoke 
those of its rulings which had served to broaden the use of 
the acceptance and to revert to its early regulations. This 
step would of necessity have to be taken if the acceptance were 
to be more of a commercial and less of a finance bill. The Board 
acted in an exactly opposite manner. In December of 1922 its 
acceptance regulations were broadened to allow Reserve Banks 
to purchase acceptances with maturities not in excess of six 
months drawn by growers or by coéperative marketing associa- 
tions composed exclusively of growers of staple agricultural 
products. This ruling was promulgated, so the Board affirmed, 
to assist in the orderly marketing of agricultural products.°® 
In March the Board revoked its former elaborate regula- 
tions covering purchases of acceptances by the Reserve Banks 
growing out of the importation and exportation of goods and 
delegated such control and oversight to the Reserve Banks them- 
selves.°® In explanation of this innovation the Board declared 
that detailed regulations were no longer necessary, as American 
banks had had considerable experience in the granting of accept- 
ance credits. Further, they declared that the ruling would 
facilitate foreign trade. It is true that American banks had 
had some experience, but most of this unfortunately had been of 
the wrong type. 

The Question of a Discount Market. The System’s efforts 
to build up a discount market in New York have been disap- 
pointing. The Reserve Banks have given faithful support 
to the acceptance, have been ready to absorb all the bills which 


98 Ninth Annual Report cf the Federal Reserve Board, pp. 253-254. 
99 Ibid., pp. 249-253. 
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were not taken by the investing market,'°° and yet the market 
has not made the gains anticipated. The competition of the 
stock market for funds, intensified by the practice of daily settle- 
ments, the competition afforded by certificates of indebtedness and 
by Treasury notes exempt from taxes, the competition of London 
banks in keeping acceptance rates low, and the selfishness of large 
banks, which desired to retain the aeceptance business themselves 
and prevent small banks from putting out their acceptances, 
has prevented this. The adoption of a scheme for term settle- 
ments on the Stock Exchange '°! and the flotation of taxable se- 
curities by the Government are reforms which should be made and 
which would materially aid in the building up of a discount market 
in New York. By reason of the widespread abuse of the bankers’ 
acceptance and the-unwillingness of the majority of commercial 
banks to do their bit in the development of the discount market, 
the Reserve Banks should cease giving acceptances preferential 
treatment. All but those which can meet the strictest credit tests 
should be purchased and discounted at the rates prevalent for com- 
mercial paper.'°? The discount market should no longer, as has 
been the case in the past, be artificially supported by the Reserve 
Banks. The dependence of the acceptance market upon the Re- 
serve Banks is shown in the table on p. 451.103 

The time has come when the acceptance market should be made 
to stand on its own feet. The Federal Reserve Banks should not, 
as the Advisory Council urges, buy acceptances aggressively,'°4 
but should purchase only those of good credit standing and to 
an amount they deem expedient in the light of contemporary 
economic events. In the upward sweep of the cycle purchases 
should be curtailed while on the downward sweep the Reserve 
Banks should follow a more liberal policy. 


100 See Seventh Annual Report of the Federal Reserve Board, p. 382. 

101 This is urged by Governor Strong in testifying before the Joint Com- 
mission of Agricultural Inquiry. See Hearings before, etc., Part 13, p. 637, 
See, also, statement by Mr. Pierre Jay, of the Federal Reserve Bank of New 
York. (The Commercial and Financial Chronicle, April 3, 1920, p. 1368.) 

102 This was urged by Mr. Forgan of Chicago at the May 18, 1920, con- 
ference, p. 56. j 

Preferential rates established during and since 1920 on bankers’ acceptances 
discounted for member banks apply only to acceptances presented for re- 
discount by a bank other than the acceptor, the commercial paper rate being 
applicable on acceptances rediscounted by the acceptor. (Discount Rates of 
the Federal Reserve Banks, p. 31.) 

103 Ninth Annual Report of the Federal Reserve Bank 


of New York, p. 21 
104 Ninth Annual Report of the Federal Reserve Boar f i 


d, pp. 410 and 421, 
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Percentage 


Owned by 
Owned by All Federal 
Federal Owned by Reserve Banks 
End of Year Reserve All Federal Estimated to Estimated 
Bank of Reserve Amount Amount 
New York Banks Outstanding Outstanding 
TOTO Ser os net $ 41,457,000 $127,497,000 $ 250,000,000 51.0 
2 ES) by (ike enemies 148,125,000 275,366,000 450,000,000 61.2 
Pet POLS esse eooraire ae 69,323,000 308,673,000 750,000,000 40.5 
AOE cheese 191,312,000 585,212,000 1,000,000,000 58.5 
LOZO ei. See ate 109,902,000. 255,702,000 1,000,000,000 25.6 
LOAN Sed ee hive by « 47,313,000 114,240,000 600,000,000 19.0 
BOs ce ttenes Srats 45,789,000 246,293,000 600,000,000 41.0 
Bh) Dawenavehareveutns 90,052,000 336,415,000 650,000,000 51.8 


As illustrative of the fact that the growth of the acceptance 
during the war period was largely of a mushroom character, and 
was the result of the absence of foreign competition, a com- 
parison might be made between fluctuations in the amount of 
commercial paper and of acceptances outstanding. As reported 
by a number of dealers (varying from twenty-six to thirty) to 
the Federal Reserve Bank of New York, the paper dealt in by 
commercial paper houses reached a maximum of 1296 millions of 
dollars in January 1920, declined to 663 millions by December of 
1921, and had by the middle of 1923 increased to 870 millions. 
The increase from the low point has been about 31%. The amount 
of bankers’ acceptances, on the other hand, reached the billion 
dollar. mark during 1919 and 1920, fell later to 600 millions, a 
decline of 40% and has not as yet advanced materially from 
this low point. If the dollar draft is to become an attractive 
investment for surplus foreign and domestic capital its liquidity 
and safety must be beyond reproach. American banks in grant- 
ing acceptance credits must follow those principles and practices 
which contributed to the development of the London discount 
market. Deviations from sound practice will but impair the 
standing of the market. 

Comparative Importance of the Discount and Open-Market 
Operations of the Reserve System. Prior to 1917 the open- 
market operations of the Reserve Banks were of much greater 
importance than their discount operations. Through this period 
member banks had not been forced to rediscount. During the 
war, by reason of the fiscal policies of the Government, the re- 
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discounts of the System grew to vast proportions. Their open- 
market SEN ate ae dwarfed. Through 1920 and 1921 the 
discount operations of the Reserve Banks, as during the war 
period, were still large relative to their open-market operations. 
Beginning in 1922, however, their open-market operations in- 
creased in importance and amounted to nearly a fourth of their 
total investments. 


Discount and Open-Market Operations of the Reserve Banks 


I TA III 
Bills Discounted Investments in Open Percent of 
Market I toll tn 
(000,000 omitted) 
1920 85,321 11,206 11.6% 
1921 57,759 6,366 9:9 
1922 22,083 6,764 23.4 


Credit Curves of the Federal Reserve Banks and of the 
Member Banks. In the following chart is depicted the credit 
curves of the Reserve Banks and of member banks, comparing the 
total earning assets of the System with the total loans and in- 
vestments (including rediscounts with the Federal Reserve Banks) 
of the reporting member banks. The fluctuations of these items 
we have represented by index numbers with the base equal to the 
average of the weekly figures for 1919.19 

It will be noted that through 1919, 1920 and 1921 the earn- 
ing assets of the Reserve Banks were much more reponsive to 
business changes than the loans and investments of member banks. 
Thus the index number, reflective of changes in the earning assets 
of the Reserve Banks, rose from eighty-six in January 1919, to 
one hundred and thirty-four in October 1920, and then fell to 
forty-seven in January of 1922. The loans and investments of 
the reporting member banks rose from a minimum of ninety-two to 
a maximum of one hundred and fourteen and later fell to ninet y- 
seven. The range of variability in this index, then, was much 
less than in that representing the earning assets of the Reserve 
Banks. 'The Board claimed that this was due to: 


1) The fact that the discounts of the Reserve Banks represent 
increments and decrements in the total supply of credit and that 
the loans of member banks are of a more permanent character. 


105 See Highth Annual Report of the Federal Reserve Board, pp. 3-11; also, 
Miller, Curves of Expansion and Contraction, 1919-1921, 
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COMPARED WITH THE FLUCTUATIONS IN THE HARNING ASSETS OF ALL 
THE RESERVE BANKS. 


In time of need, the Board explained when the ordinary supply 
of credit is inadequate, banks resort to the credit facilities of the 
Reserve Banks. At such periods the resources of the Reserve 
Banks supplement those of member banks. 

2) The “freezing”? of a large proportion of member bank credit 
through 1920 and 1921, which made deflation much more gradual 
than it would otherwise have been. 


During 1922-1923 it will be noted that the earning asscts of 
the Reserve Banks increased proportionately less than did the 
loans and investments of member banks, and, unlike the previous 
period of expansion, they were not so reflective of changes in busi- 
ness conditions. ‘The reason is that member banks through 1922, 
as in 1915 and 1916, expanded upon the basis of gold imports and 
not upon rediscounts, as in 1919. The imports of gold in 1921 
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had been used by member banks, as indicated previously, to liqui- 
date their indebtednesses with the Reserve Banks, which accounts 
for the rapid decline in the bill holdings of the System. Once their 
borrowings at the Reserve Banks were paid, the member banks 
utilized the incoming gold as a basis for credit expansion. 

It is open to question whether the earning assets of the System 
should fluctuate as widely as they did in 1919-1921. Would they 
have done so if the Reserve Banks had maintained their rates 
above the market, curtailed their open-market operations on the 
upward sweep of the cycle, and expanded them once liquidation 
had set in? If the Reserve Banks set out to mitigate fluctua- 
tions in the business cycle, will not their earning assets reflect 
more stability and fluctuate less than if they make no effort to 
exercise control? This does not mean to assert that their bill 
holdings will not fluctuate. They will, but their range of 
variability will be less the more the System makes an earnest 
effort to eliminate cyclic fluctuations in prices. 

The Efficacy of the Bank Rate. he fall of prices in May of 
1920 initiated a controversy, which has been waging ever since, 
as to the exact effect of the Bank rate on interest rates, the 
discounts of the Reserve Banks, the investments of the member 
banks, and prices. With regard to this question, as in the case 
of most, there are two schools of thought with quite opposite 
opinions. The one holds that the Bank rate was an effective 
cause of the fall in prices. Diametrically opposed to this point ~ 
of view are the statements of those who affirm that the Bank rate 
had no effect. They assert that interest rates are but a small 
part of the cost of production as compared with the cost of labor 
and of materials and that therefore it would be foolish to assert 
that a rise in interest rates would have a restraining effect on 
industry. This school would maintain that it was not the in- 
creases in the Bank rate which brought on the period of depres- 
sion, but a downright refusal of banks to extend additional 
amounts of credit. Between these two extreme points of view 
there are, of course, many variations and shades of opinion. 
So complicated is this problem, the exact effect of the Bank rate 
on prices, by the multiplicity of other factors that jt is incapable 
of a statistical solution. By no known mathematical process can 
we isolate these other factors and determine with exactitude the 
part played by the Bank rate in inducing the fall in prices. For 
instance, what weight would we assign to such causes as the 
rise of the Japanese Bank rate, the rationing of credits at home 
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and abroad? It is because of the complexity of our problem that 
we are forced for a solution to rely upon statements of those 
who have made a careful study of the whole period. 

Opinions of the Officials of the System Regarding the 
Efficacy of the Bank Rate. It is but logical that we should 
turn first of all to the pronouncements of the Reserve Board and 
of the officials of the regional banks, those who were responsible 
for the fluctuations in the Bank‘ rate, for statements of its ef- 
ficacy. The officials of the System took the stand that the Bank 
rate, in the period preceding America’s entrance into the war, had 
no effect upon market rates by reason of the great abundance 
of loanable funds possessed by the commercial banks of the 
country. The only time that the Reserve Banks did exercise 
any degree of control, so they asserted, was during the last two 
or three months of 1916 and the first quarter of 1917.1°° During 
the time of America’s participation in the war the policy of the: 
Treasury Department rendered the Bank rate impotent to control 
expansions of credit. 

Through 1919, in the editorials of the Federal Reserve Bulletin 
and elsewhere, the Board began to discuss the many problems 
related to rate control. In the warning it issued in June of 1919, 
it took occasion to point out that a sharp check to speculation 
could ordinarily be administered by advances in the rediscount 
rates at the Reserve Banks. However, it went on to say that 
this method could not be employed as long as the Reserve Banks 
were forced to promote the absorption of government securities 
by the maintenance of low rates of interest. The hope was ex- 
pressed that when the Reserve Banks assumed once more their 
normal functions of making advances chiefly against liquid com- 
mercial paper that existing conditions in the money market might 
be checked by changes in the rates of discount.'°’ At this time 
evidently, in the opinion of the Board, the efficacy of the Bank 
rate was a thing not to be doubted. 

In the Bulletin for October 1919, the efficacy of the Bank rate 
was discussed at some length, with particular reference to Amer- 
ican conditions and quite contrary to its expression of a month 
ago, the Board concluded that there was no reason to believe that 
advances in the rates of discount could have checked those 
speculative forces which were so predominant at. that time. 

106 Federal Reserve Bulletin, 1918, p. 1176. 
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The extent to which Federal Reserve Bank rates may normally 
be expected to be “effective,” in the sense in which that term is 
used in England and Continental Europe, still remains to be de- 
termined. Our experience under the Federal Reserve system is 
too brief to enable definite conclusions to be drawn with reference 
to this matter. It seems doubtful, however, whether, for a long 
time to come and taking the country.as a whole, there will be any 
such close connection of Federal Reserve Bank rates with the 
volume of credit in use as was to be noted, for example, in pre-war 
days in England, the home of central banking. Our nearest ap- 
proach to an effective Federal Reserve Bank rate was reached in 
the closing months of the year 1916. 

The habitual temper of the American business community is 
sanguine and American business is, for the most part, done on 
liberal margins. The bulk of the requirements for credit facilities 
comes from industry and trade mainly domestic in its origin and 
character. Such a condition does not make for sensitiveness to 
the influence of changing rates such as was the case in England, 
where much business is done on a narrow margin of profit and 
where banking resources were normally employed largely in the 
international loan market. 

At any rate it seems fairly clear that little desirable restraining 
influence could have been exercised by Federal Reserve Bank rates 
in recent months. While repeated tendencies toward speculation 
of one kind or another have manifested themselves and, at times, 
given rise to an undesirable situation, there is no reason to believe 
that an advance of rates would have held these tendencies in check, 
at any rate no such advances as could have been undertaken with- 
out serious injury to legitimate business and desirable enterprise 
which were entitled to encouragement and support. There is no 
ready method in reserve banking by which the use of reserve fa- 
cilities can be withheld from use in undesirable lines of activity 
without, also, being withheld from use in desirable lines. 

The problem of controlling the volume and uses of credit in a 
country with so much diversity of business interests and business 
temper as the United States is far from simple and far from cer- 
tain of solution. Experience alone can determine whether and in 
what manner a technique of control through rates can be developed 
which will secure the desired results. The objects to be attained 
are, however, clear and vastly important. They are to regulate 
the volume and uses of credit so as to give to productive industry 
at all times the beneficial effects of credit stimulus and support 
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without, however, opening the way to the costly evils of credit 
and price inflation.1°° 


A month later the Board emphasized the fact that present 
conditions were abnormal and that consequently discount rates 
could not be expected to exercise the same measure of control. 


Federal Reserve Banks can not, in a time like the present, eas- 
ily control this condition of affairs merely through changes of 
discount rates, however important the influence exercised by such 
changes. The fact that there is as yet no free movement of gold 
between nations and that balances of trade are wholly abnormal 
prevents rediscount changes from exerting the effect which they 
would in normal times. Cooperation on the part of member banks 
is therefore necessary to the preservation of a satisfactory condi- 
tion of strength throughout the banking system as a whole, and 
good results can not be obtained through any single method, least 
of all through the use of those modes of restraint and correction 
which are in ordinary circumstances sufficient for the purpose.’ 


The abnormality of conditions was constantly stressed by 
central bankers through this period as an explanation of their 
hesitancy in raising rates to a higher level. Because of certain 
peculiarities in the situation they affirmed that higher rates would 
be quite ineffective. It is true, of course, that so long as govern- 
ments were heavy borrowers in the market, and borrowed in a 
manner provocative of inflation, rises in the Bank rate would be 
ineffective.!!° This has been quite aptly demonstrated in the case 
of the Reichsbank which on April 23, 1923, increased its rate 
to 18% without inducing a fall in prices. If then by an 
“abnormality” in conditions is meant a state of affairs in which 
the Government is a constant and heavy borrower in the market, 
and borrowing beyond the ability of the country to save, of 
course increases in the Bank rate will not be effective in check- 
ing an upward movement of prices. “Abnormality,” however, in 
the sense in which the Board employed the term, meant the 
absence of free international movements of gold. The effective- 
ness of the Bank rate does not require that a nation be on a gold 
basis. The value of a gold basis simply lies in the fact that ex- 
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ports of gold serve as a warning and. spur to central banks, 
which otherwise might be hesitant in raising their rates. If 
nations are on a gold basis the price fluctuations in one will 
parallel those in another and exports of gold will serve to indicate 
that prices in one nation have risen too rapidly and above those 
prevailing elsewhere, and that the time is ripe for an increase in 
the Bank rate. The Bank rate of a-nation on a paper basis, how- 
ever, may be equally as effective in engendering a fall in prices 
and in rectifying the foreign exchanges as rates of discount in 
gold standard nations. This is well illustrated in the case of 
England, which abandoned the gold standard at the outbreak of 
the war, where prices fell from 313 in April 1920, to 157 in De- 
cember 1921. Central banks can always affect prices if they are 
able to exercise control over the amount of circulating media, 
whether the nation in question be on a paper, gold, or silver basis 
or uses dodo-bones as its standard of value. 

As opposed to the Board’s skepticism regarding the power of 
the Bank rate, the Federal Reserve Bank of New York described 
the effect of the increases in November 1919, in the following 
terms: : 


Following the rate increase of the Federal Reserve Bank call 
money renewed progressively at ten, twelve, fourteen, and sixteen 
per cent., and on November 12, after a week of hesitation prices 
broke violently. Sales on that day were more than 2,500,000 
shares. Industrial stocks as a group closed 124% points and rail- 
road stocks 5 points below the highest of the year. Certain in- 
dustrials which had been the leaders on the rising market closed 
from 51 to 126 points below the year’s high record. Subsequently 
prices recovered somewhat, and in the final week the volume of 
transactions fell off materially.1™ 


Through 1920 the Board discussed at frequent intervals the 
effect of rate control. It was during this year that the Bank 
rate reached its maximum figure and that prices began to turn 
downwards. 

In the Bulletin for March the statement appears that the 
increases in the Bank rate had not as yet had time to make them- 
selves fully felt. “In some parts of the country very direct 
results are recorded as having been experienced, while in other 


111 Report on Business Conditions, Second Federal Reserve District, No- 
vember. 20, 1919, p. 3. 
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parts of the country the situation is not so obvious.” 112. While 
admitting that the Bank rate was the normal and traditional 
method of credit control it was again emphasized that its efficacy 
presupposed normal conditions.‘1® In the same issue of the 
Bulletin the Federal Reserve Bank of Cleveland reported that the 


Ree of the increases in its Bank rate were quite apparent, 
that: 


the wisdom of the action of the Federal Reserve Bank in raising 
the discount rate is reflected in a more careful scrutiny by bankers 
of applications for loans to determine the purposes for which they 
are to be used. Bankers generally report that plenty of money 
is available for legitimate uses but none to be had for speculative 
purposes.""# 


In the April Bulletin the effect of the discount policy of the 
System is described at some length: 


There has been during the month of March no marked change in 
the Board’s discount rate policy, save an advance in the redis- 
count rate on bankers’ acceptances in district No. 7. The advance 
in discount rates previously put into operation, however, is having 
an effect which is particularly noticeable in a few of the larger 
financial centers. At these points bankers have actively taken up 
the work of credit restriction and limitation. In some cases this 
restriction has extended to the point of declining to take on new 
business, the banks confining themselves to providing for the needs 
of their already recognized customers. In other cases important 
institutions, although not limiting the scope of their commercial ac- 
tivities, give evidence of endeavoring to curtail the amount advanced 
by them for stock market or investment operations. In sun- 
dry cases where the amount of such loans has appeared to increase, 
such growth has been due to the action of out-of-town correspond- 
ents in increasing their loans on call. These, however, are only 
sporadic cases and constitute an exception to the general rule. 
Taken by and large, the advance of rates has exerted a restraining 
effect and has tempered the policy of member banks. Such an 
effect has been materially aided by the efforts of the Federal Re- 
serve Banks in different parts of the country. They have en- 
deavored, through statements issued to member banks, to have 
necessary borrowings kept within reasonable limits. 


112 P, 221. 
113 Federal Reserve Bulletin, 1920, p. 223. 
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The influence of the discount rate policy of Federal Reserve 
Banks upon the investment market has if anything been less ob- 
vious than in the commercial banking field. As money rates have 
increased, the influences tending to maintain capital operations at 
a comparatively low level have been correspondingly lessened. 
. . . An unexpected incident in the discount rate policy has been 
the shortening of accommodations which had previously been ob- 
tained by various concerns through the aid of commercial paper 
brokers. These have apparently continued to decline, and those 
who were obtaining assistance in this way have been led to in- 
crease their direct demands upon banks and through them upon 
Federal Reserve Banks. There has, in consequence, been some 
disposition on the part of borrowers to regard the discount: rate 
policy as responsible, not only for a curtailment of speculative and 
investment funds, but also for a shortening of commercial credit 
in the form to which reference has been made." 


By July the’ Board was able to report that the working of 
credit control in America through the application of higher 
discount rates had met with marked success: 


It is true that during the earlier period of its application, in the 
months of November and December, 1919, and January and Feb- 
Tuary, 1920, an absolute check to the growth of rediscounting at 
Federal Reserve Banks was not afforded. This fact, however, 


should be interpreted not in the light of absolute figures, but rather 
in that of relative conditions.1¢ 


The Bank rates, the Board concluded, had been instrumental 
in checking the rapidity of growth in the earning assets of the 
Reserve Banks. In the Bulletin for August, Governor Harding 
reiterated this same idea.117 

In the September issue the Board undertakes to dispel the 
idea that an indiscriminate liquidation of credit had been the 
object of the Board’s recent policies. 
of the Federal Reserve Board,” it went on to say, “now, as 
always, has been to make sure that the essential credit needs of 
American industry are being met.” 8 It made this statement 
in spite of the fact that less than a year previously it had de- 


115 Federal Reserve Bulletin, 1920, p. 345. 
116 Ibid., p. 665. 
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118 Federal Reserve Bulletin, 1920, p. 904, 
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clared that there was no ready method by which the use of re- 
serve facilities could be withheld from employment in undesirable 
lines of activity without at the same time being withheld from 
use in desirable lines.1‘® In the meantime the attack of the soft 
money partisans had begun, in consequence of which the System 
commenced to trim its sails. 

This is particularly noticeable in the Seventh Annual Report 
of the Federal Reserve Board, '*° in which the statement appears 
that the precautionary steps taken by the Reserve System did not 
produce deflation but simply checked expansion which had been 
proceeding at a dangerous rate and that the policy of the Reserve 
Banks prevented a larger measure of distress than would other- 
wise have occurred. Later on in the same report,!2! data are 
given to prove that the policy of the Reserve Banks neither 
reduced the total volume of credit nor contracted the currency. 
In its report the Board lost sight of the fact that the checking 
of a cyclic rise in prices which has been under way for some time 
will automatically induce deflation. It would have been impos- 
sible to have stabilized prices at the level attained during the 
spring of 1920. Prices either had to continue to advance rapidly, 
or to fall. They could not be stabilized, for once the price rise 
was checked there would have ensued a movement on the part of 
retailers, jobbers and wholesalers to dispose of their stocks 
acquired during the upward trend. All who had goods in stor- 
age would have dumped their holdings on the markets. They 
could not have continued to hold goods on borrowed funds and 
pay the interest rates demanded unless the price rise were to con- 
tinue. The fall in prices would have become accumulative, would 
have gained momentum, and could not have been halted until the 
deflationary forces had exhausted themselves. The admission by 
the Board that it had checked the rise in prices was at the same 
time an admission, though the Board was unaware of it, that its 
policy had engendered the fall in prices. 

While the Monthly Review of the New York Bank discussed the 
efficacy of the Bank rate much less than did the Board, its state- 
ments were on the whole more consistent and clear cut. From the 
beginning it took the position that rate control had been 
effective. 


119 Tbid., 1919, p. 911. 
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The issue for February 20, 1920, declared: 


The effect of the increase in the Federal Reserve Bank discount 
rates, announced on January 21, is evident in a generally conserva- 
tive attitude of banks and business men toward industrial expan- 
sion at this time, and in a substantial liquidation of speculative 
commitments. During the last thirty days there has been a grad- 
ual reduction in bank loans in this district, more than two-thirds 
of which has been in the decline of loans secured by stocks and 
bonds. Since last October, when bank loans in this district were 
at their highest point, they have declined nine per cent.1*? 


After the Bank rate in New York had been raised to 7% the 
New York Reserve Bank stated: 


The result of the higher Federal Reserve Bank rates, as far as we 
can learn, has been to impress borrowers with the necessity of 
borrowing as little as possible, and of presenting a sound case when 
applying for tredit. The increasing number of sales, not only of 
manufactured goods but of raw materials, during the past month, 
is clearly indicative of the desire to reduce stocks of goods which 
are being carried.*** 


Through 1921 and 1922 the Federal Reserve Bulletin contained 
little as regards the efficacy of the Bank rate. To be sure, in 
the Ninth Annual Report of the Federal Reserve Board the rather 
obvious statement does appear that there is a closer relationship 
between Bank rates and market rates in financial centers than in 
rural communities.'** A perusal of the statements of the Board 
leads one to conclude that they were never sure themselves of the 
exact effects of increases in the Bank rate. At first they seemed 
to assume, without question, the power of Bank rates to check 
expansion. Then they began to be a bit skeptical and doubt 
whether the Bank rate would really be an efficient instrument of 
control until normal conditions had reappeared. Following the 
increases in June of 1920 the Board declared that rate control 
had met with marked success. By the fall of 1920 they asserted 
that their policies had not induced deflation but had only served 
to check expansion. 

A review of the editorials appearing in the Bulletin forces us 
to the conclusion that the Board followed a frankly opportunistic 
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policy as regards matters of theory. Their explanation of the 
relationship between prices on the one hand and money and credit 
on the other was most contradictory. Their discussions of the 
efficacy of the Bank rate were similarly inconsistent. When prices 
were rising they assumed, as if it were not even a debatable ques- 
tion, that the Bank rate was effective and could control the ex- 
pansion of credit, but once prices had begun to fall, and criticisms 
of the Board’s policy began to pour in, their stand was reversed. 
__ Statements appeared that the Board had simply checked the ex- 

pansion and had not induced the fall in prices. Still another 
illustration of the opportunistic policy of the Board is the 
fact that the word “inflation,” from 1919 on, scarcely appeared 
in the Bulletin; the term ‘‘expansion” was used in its place. The 
word “inflation” was tabooed. It might well be questioned 
whether the Board at any time had any clear-cut, positive ideas 
on the subjects we have been reviewing. The probability is that 
the Board was carried along with the tide, expressing opinions 
to appease popular wrath. It is, indeed, most unfortunate that 
a scientific publication, which the Bulletin evidently presumes to 
be, would descend to such tactics. / 

As might well be imagined, the effectiveness of the Bank rate 
was discussed at considerable length before the Joint Commission 
of Agricultural Inquiry, particularly as to its effect upon the 
agriculturalists. In the early part of his testimony, Governor 
Harding declared that its effect had been simply to slow down 
the rate of expansion and that there had been no curtailment of 
credit.12° He had discussed this point at somewhat greater 
length before the Committee on Agriculture and Forestry in 1920, 
when they were having under discussion the revival of the War 
Finance Corporation. He said at that time: 


The Federal Reserve Board, as it understands its functions, has 
nothing to do directly with prices or living costs. It is a banking 
board exercising a general supervision of the Federal reserve banks, 
and the rates of discount which are fixed by the Federal Reserve 
Board following recommendations of the directors of the Federal 
reserve banks, are not fixed primarily with reference to prices. 
The Board does not feel that it has any right to establish any 
rates of discount with a view of putting prices up, or putting them 
down. The board’s duties are clearly defined in the Federal re- 


125 Hearing before the Joimt Commission of Agricultural Inquiry, Part 13, 
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serve act, and it has endeavored to carry out the provisions of that 
Act. At the same time we have realized the desirability of work- 
ing the situation out and bringing credits down to a more normal 
basis with as little disturbance to the agricultural industry and 
general business as possible. Up to the middle of September it 
looked as though we were going to succeed. The discounts of the 
Federal Reserve Banks, or I may say their total invested assets, 
which includes paper rediscounted for member banks and_pur- 
chases of acceptances, increased from the 19th day of September, 
1919, from $2,350,000,000 to $3,300,000,000 on the 27th of Jan- 
uary, 1920—an increase within four months of nearly 50 per cent. 
It is evident that any continuation of such a rate of increase as 
that would soon exhaust the resources of any banking system, no 
matter how strong. However, from the 27th of January, 1920, 
when Federal reserve bank discount rates were advanced, until 
the present time, there has been only a moderate increase in the 
invested assets of the Federal reserve banks, but a substantial in- 
crease in the volume of Federal reserve notes outstanding, and 
while the angle of ascending credit during the period, September 
19, 1919, to January 27, 1920, was 45 degrees, the angle since 
the 27th of January has been but about 2 degrees. 

In the New York district there has been considerable liquidation. 
Speculative loans have declined probably $1,000,000,000 or more, 
and deposits in the banks of New York City are about $1,400,000,- 
000 ‘below their high point. In other sections of the country, 
however, bonds and deposits have increased by about $5,000,000,- 
000 since September, 1919.17° 


On another occasion '** Governor Harding declared that had 
the Reserve Banks not put on the brakes when they did, there 
would inevitably have been a smash. He explained this in a 
detailed way before the Joint Commission of Agricultural 
Inquiry: 178 


Senator Lenroot. Well, what do you think would have happened 

if the Board had not adopted this policy [of checking expansion] ? 

Governor Harding. You know what happened in Cuba, Sena- 

tor, where the Cuban banks continued to expand their loans and 

126 Reviving the Activities of the War Finance Corporation, Part I, pp. 
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accommodate people. They all collapsed. You know what hap- 
pened to the Philippine National Bank. 

Senator Lenroot. That is just what I am getting at. Then 
the policy of the Federal Reserve Board did have, in your judg- 
ment, a very substantial effect in preventing further expansion and 
a further rise in prices? Is that true? 

Governor Harding. I do not know; these things come in cycles, 
senator. 

Senator Lenroot. But you just made the statement. I asked 
you, Governor, what in your judgment would have happened but 
for the adoption of this policy, and you referred me to Cuba. 
Governor Harding. Well, I think if the board had not adopted 
this policy prices possibly would have continued to advance for a 
month or two longer, and when the collapse did come the conse- 
quences would have been even more serious. We would have had 
an aggravation of the present conditions in agriculture and industry 
plus general banking insolvency all over the country. 

Senator Lenroot. Granted that is true, if the Board had 
adopted that policy a year before it did, would there not have been 
less disturbance than we now have? 

Governor Harding. That is quite probable, Senator. 

Senator Lenroot. Now, why was it not done? 

Governor Harding. For reasons relating to Government finance. 


In spite of the fact that Governor Harding had declared that 
increases in the Bank rate prevented prices from continuing to 
rise for another two months, on the very next page of the inquiry 
he asserted emphatically that banks can not control cyclic fluc- 
tuations in prices, but that they must “go along with the tide.” 
He explained that borrowings can not be regulated during a 
boom period by increases in Bank rates because speculative 
profits are so huge that any rates of interest can be paid. 
Further on, in reply to an inquiry by Representative Mills, he 
stated that the drop in prices would have occurred irrespective 
of any action on the part of the Board and that the assumption 
that prices would have remained on a high level because of the 
maintenance of low Bank rates was fundamentally erroneous. 
Despite the inconsistencies appearing in Governor Harding’s 
testimony, it is quite evident that most of the time, at least, he 
did believe that the Bank rate had been effective.'*° 


129 See, for instance, The Commercial and Financial Chronicle, September, 
1920, p. 1228. 
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The effect of the advances in the discount rates of the Federal 
Reserve Bank of New York, explained Governor Strong, to the 
members of the Joint Commission of Agricultural Inquiry, was 
to force banks to discriminate carefully between speculative loans 
and those of a more essential character.'*° In answer to a query 
put by Representative Sumners he asserted that the Bank rate 
in New York had had a much greater effect than Bank rates in 
Texas. Indeed, he doubted whether the Bank rate in Texas had 
had any influence.'*! Later on in his testimony he declared that 
deflation was bound to have come and that increases in the Bank 
rates moderated the expansion, but did not control it. He 
did not explain his meaning of the terms “moderate” and “con- 
trol.” 

While the expressions of the officials of the System are con- 
tradictory and not clearly defined, it is apparent that two ideas 
were rather steadily maintained. . First of all, the idea that the 
Reserve System, in fixing its rates of discount and in determin- 
ing its policies, was not interested in price fluctuations was con- 
stantly stressed, and second, the belief that the Bank rate was 
effective ‘°° in checking the expansion was maintained. 

Let us pass from a consideration of the opinions of the officials 
of the System as regards the effectiveness of the Bank rate, and 
proceed to review statements made by economists and students of 
banking disassociated with the active operation of the Reserve 
Banks. Their statements are of value in that they reflect the opin- 
ions of those whose perspective is broader and whose range of 
vision is wider than that of the men actively connected with the Re- 
serve Banks. 

In his work entitled Money and Foreign Exchange after 1914, 


Professor Cassel states: 13° 


The obviously far too low discount rate maintained during the 
whole of 1919 had at any rate fully manifested its effectiveness by 
the enormous rise in prices that was its immediate result. The 
steps taken later to raise the discount rate also proved effective, 
as we shall see, but they were over a year too late, and therefore 
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failed to prevent the inflation which reached its climax in the 
spring of 1920. 


Professor Mitchell describes the effects of the November 1919, 
rise in the Bank rate in the following terms: 


. . when the Board did raise its rates in New York on Novem- 
ber 3rd and insisted on closer scrutiny of loan applications, the 
contraction of credit was prompt and the consequences spectacular. 
We may hope that the Board will be encouraged by this episode 
to act more boldly in the future and in better season. Nor is 
this hope forbidden by the Board’s assertion that “little desirable 
restraining influence could have been exercised” over the specula- 
tive campaign of the summer by an advance of rates. For the 
Board publishes opposite opinions about the same subject in the 
same bulletin often enough to suggest that it may change its opin- 
ions easily from one month to the next.'** 


Professor Davenport made the sweeping assertion: 


The amount of credit granted is readily controlled by the rates 
of rediscount imposed by the Reserve Banks—as the last few 
months have proved—despite all the previous denials by the Re- 
serve Board. 


To insert the viewpoint of a practical banker, Mr. Forgan, of 
Chicago, declared: 


One thing, however, has been proved, and that is that the raising 
and lowering of the rediscount rates by the Federal Reserve Banks 
influences very greatly the lending of money by the banks. The 
question may be raised whether this is not due more to the pressure 
of the example set by the Federal Reserve Banks than to the mere 
change of a relatively small percentage in the rediscount rate. 
But be that as it may, the banks in the country have followed the 
lead of the Federal Reserve System.’** 


Dr. Willis, in his work entitled The Federal Reserve System, 
states that the effect of raising the discount rates met with 
marked success: 

The question has been constantly asked regarding relationship be- 

tween control of credit, the application of higher discount rates, 
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and the actual expansion of operations. On this subject the evi- 
dence was still lacking in certainty as to details. The general 
conclusion to be drawn was unmistakably to the effect that the 
operation of credit control through higher discount rates has had 
a marked success.**° 


Professor Sprague believed the increases in the Bank rate were 
effective but worked slowly: 


The discount rate of the Reserve Banks is clearly an effective 
means of checking credit expansion, but it is also evident that ad- 
vancing rates influence the situation rather slowly. Credit con- 
tinued to expand for some months after rates were finally advanced 
in May to the present high level.1°7 


In the same article Professor Sprague makes the suegestion 
that the practice of advancing rates by increments of 1%, as 
followed by the Bank of England, should be adopted as experience 
shows that advances of fractions of a per cent are ineffective. 
This idea is quite opposed to that of Professor Mitchell, who de- 
clared that the fractional advance in November of 1919 was most 
effective. Mr. Reynolds, a practical banker, also of Chicago, has 
expressed it as his opinion that changes in Bank rates are effective 
only if made well in advance of foreseeable changes in business ac- 
tivity.**° In a discussion of the subject, Professor Moulton de- 
clares that increases in the Bank rates tended to increase the dis- 
count rate on all the loans of member banks: 


If the total volume of loans is to be reduced it will therefore be 
necessary for discount rates to be raised on all classes of paper 
and for the Federal Reserve banks to refuse to expand their open 
market purchases. A raising of discount rates on all classes of 
loans by the Federal Reserve banks would undoubtedly tend even- 
tually to reduce the total borrowings from the Federal Reserve 
banks and in turn the total volume of loans made by member banks 
to customers. A raising of the rates of discount at the Federal Re- 
serve banks tends to increase the discount rates on all loans by mem- 
ber banks. For instance, the recent increase in discount rates was al- 
most immediately followed by a stiffening of rates on brokers’ paper, 
on over-the-counter loans to customers, and on collateral loans.129 
136 p. 1403. 
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189 Moulton, Banking Policy and the Price Situation, p. 170. 
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To quote the opinion of an Englishman on this question, 
Mr. Hawtrey has stated: 


. it was only by tentative and hesitating steps that the Board 
tried to cope with this menacing situation, and it was not till Ist 
June, 1920, that the rediscount rate was raised to 7 per cent. That 
measure was successful, and the tide turned, but the ebb had to be 
proportioned to the flow. In so far as the expansion had got out 
of hand, the subsequent contraction had to be more severe.'*° 


So far we have quoted the opinions of nine students of bank- 
ing. Of these, two reside in foreign countries and two are 
actually engaged in banking. Of these nine men, eight assert 
quite definitely that the Bank rate was effective. As opposed to 
these views is that of Miss Youngman, who holds that not the 
Bank rate but the downright refusal to loan induced deflation: 


There is no intention of denying that the announced policy of the 
Federal Reserve Board as advertised by rate advances helped to 
hasten an inevitable credit contraction and served to make its con- 
sequences less disastrous than they would otherwise have been. 
But it is not believed that the changes in discount rates were the 
directly effective weapons of credit control. Downright refusal 
to expand certain classes of loans and pressure for repayment of 
others were the potent factors in credit contraction, and the rate 
advances were mere outward signs of the initiation of a sterner 
policy toward member banks.‘ 


In the minds of many of those who maintained a skeptical 
attitude towards the efficacy of the Bank rate, there ran the 
thought that with interest playing such a small part in the cost 
of production it was practically impossible for a Bank rate of 
6 or 7% to be effective. Before its influence would be felt the 
Bank rate must needs be raised to 20 or even 30%. Those who 
hold to this viewpoint, influenced perhaps by the teachings of the 
English classical school of economics, stress too greatly mechanis- 
tic factors, such as costs of production, and quite overlook the in- 
fluence of psychological factors on industry. Even a very 
moderate rise in the Bank rate may have great influence on busi- 

140 Hawtrey, Monetary Reconstruction, p. 121. 

141 Youngman, The Efficacy of Changes in the Discount Rates of the 
Federal Reserve Banks, p. 476. 
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ness confidence and consequently on the whole course of business.'** 
People manufacture for future consumption. The manufacturer 
borrows funds to fabricate goods for future use. The extent of 
his desire for credit and of his eagerness to produce will depend 
upon his estimates of future demand, of the future course of busi- 
ness and of future profits. A rise in the Bank rate may con- 
vince him that it would be unwise-to continue to produce or to 
enlarge his production at a time when prices are apt to fall. 
It may also convince those who have hoarded goods of the wisdom 
of selling their stocks. The psychological effects of the Bank 
rate have been quite lucidly set forth by Hawtrey: ‘43 

But, it may be asked, how is this possible, [for the Bank rate to 
be effective] when prices are rising at the rate of 30 per cent. per 
annum? No one would contemplate such a rate of discount of 
anything approaching such a figure. Yet how can a lower rate be 
deterrent? . 

The explanation is that it is not the past rise in prices but the 
future rise that has to be counteracted. The problem is a psy- 
chological one. As soon as the rate is high enough to offset the 
traders’ hopes of future profits it becomes deterrent. And a very 
relevant factor in the psychological problem is the traders’ ex- 
pectations as to the intentions of the authority which fixes rates. 
If that authority means business, and can be relied on to push up - 
rates relentlessly till they become deterrent, the mere expectation 
that this will happen may make quite a moderate rate adequate. 
For the prospect of rising prices is dispelled and normal stand- 
ards of profit and interest are re-established in the traders’ minds. 


« 


The increases in the American Bank rate were effective.144 
Coming at a time when member banks ‘were rediscounting heavily 
they were an important factor in engendering the fall in prices 
and bringing about the period of readjustment, as an unbiased 
perusal of official documents will testify. 

The fact that credit expanded for some time following the in- 


142In his work entitled Bank Credit (pp. 115-116) Professor Phillips de- 
clares that a bank can increase its loans by only $1.22 for every $1 borrowed 
from the Reserve Bank. He therefore concludes: “A rate of rediscount, 
therefore, that equals or exceeds the rate of discount tends strongly to check 
borrowing by the commercial banks.” 

148 Hawtrey, Monetary Reconstruction, p. 108. 

144 Bank rates may exert their influence through. causing a rise in 
rates at commercial banks, or through their effect on business confidence or | 
through inducing commercial banks to contract their loans. 
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crease in the Bank rates does not invalidate our conclusions. We 
should expect this very thing. During and following the turn in 
the price level the rediscount operations of central banks normally 
increase. Banks must borrow, for their loans “freeze” at the 
very time their deposits are withdrawn. 

Nor does the fact that a nation has abandoned the gold stand- 
ard and is on a paper basis render the Bank rate the less effective. 
Contractions of credit in one nation accompanied by falling prices 
_ will start a flow of goods to those nations in which higher prices 
prevail instead of a flow of gold, as would be the case were the gold 
standard maintained. The fall of prices in the nation in question 
and the increase of exports will cause her money in terms of the 
-moneys of foreign nations to appreciate. An effective Bank rate 
in one part of the world is not long in making its influence felt 
generally, except in those countries where governments are forced, 
for internal or external reasons, to pump increasing quantities of 
money into circulation. 

The Opposition to Falling Prices. A period of rapidly fall- 
ing prices is one of great hardship for many classes in the com- 
munity. The debtor finds the weight of his obligations increas- 
ing as the purchasing power of the monetary unit rises, the 
laborer is without work and the producer is unable to sell his 
products for enough to pay the cost of production. It is then 
that cheap money advocates come to the fore promising their 
countrymen economic salvation through a multiplication of money 
and credit. Agitation on the part of the debtor classes for 
issues of paper money to stay the falling price level led to Shays’ 
Rebellion in Massachusettes, in the period following the Revolu- 
tionary War. The desire for more money manifested itself in 
the days before the Civil War in wildcat banking and in the 
demand for state banks. A few of these banks, such as the 
State Bank of Indiana, were as well managed as any financial 
institution could humanly be; but others threw off all bonds of 
restraint and indulged in the pleasant pastime of flooding the 
country with paper money. Following the Civil War the pro- 
tests of the agriculturalists against falling prices and against 
the “bloated” bondholder were voiced in an opposition to the con- 
traction of the greenbacks, in the Greenback and the Populist 
parties and in Bryan’s advocacy of bimetallism. Nor is opposi- 
tion to falling prices a phenomenon peculiar to America. Rasin, 
the late Finance Minister of Czecho-Slovakia, became exceedingly 
unpopular because of his deflation policies and his action in 
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tripling the value of the crown in terms of dollars. Those who 
would urge that such greatly depreciated currencies as the 
French franc and Italian lira be restored to their former gold 
parity would do well to consider the political consequences of 
their actions before embarking on that deflation which would be 
required to bring their values back to the pre-war level. 

The grievance of those who have-been injured by the recent 
fall in prices has expressed itself in criticisms of the Federal 
Reserve System and in the support of the naive currency pro- 
posals of Edison.**° 

Those affected have forgotten, in the midst of their troubles, 
the injuries the preceding rise in prices, from which they had 
profited, had wrought on great masses of people and, as it were, 
a fulfillment of the law of compensation, that many of those who 
formerly had been hurt, were now benefiting from the falling 
prices. As early as the 31st of May, 1920, the deflation policy 
of the Reserve, System was criticised in Congress by Senator 
Smith, of South Carolina. He said in part: 


Mr. President, I am standing here this afternoon to say that the 
last amendment which we passed to the banking and currency law, 
giving the Federal Reserve Board the power to restrict the amount 
of paper which a member bank may discount to a percentage of 
the capital and surplus of that bank, and when that percentage 
is exhausted then to gradually increase the rate of interest, will 
operate, as it is now operating, to restrict the credit and cap- 
ital necessary to the industrial and agricultural centers of the coun- 
try, and, in my opinion, will work a disaster that can not be cal- 
culated.*® 


Though Senator Smith confined his remarks simply to the 
Phelan Act, which provided for the progressive discount rates, 
as time went on the Reserve System was criticised by its op- 
ponents for every conceivable crime and error. It was claimed 
that m engendering deflation the System had bowed to the 
dictates of the Republican party; that the policy of deflation 
was agreed upon at a secret meeting of the Board held on the 
18th of May, 1920; that the System had taken a fiendish delight 
in singling out the farmer alone of all classes in the community 

145 F iscussi icon’. = 
Scot Neat seat tae schemes, see The New York Times for 

146 Congressional Record, Vol. 58, p. 7978. 
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and in deflating him; that large banks had been favored as 
against smaller institutions; that excessive margins had been 
required of the country institutions and none of the big city 
banks; that the Governor of the Federal Reserve Board was 
“bearish” on cotton and therefore in favor of deflation; that in- 
creases in the Bank rate had robbed the Liberty bond investor 
of millions of dollars through depreciating his holdings; that the 
Federal Reserve Banks had profiteered; that the salaries paid to 
their officers were excessive; that the System had done nothing to 
- prevent, in fact had fostered, usurious rates of interest in New 
York City; and that the Board had maintained a publicity fund 
which they used to disseminate propaganda. 

The Republican Party and Deflation. Those who claim that 
the Republican party had ordered the Reserve Banks to deflate 
usually introduce their remarks by references to the famous 
resolution of May 17, 1920, introduced by a Republican Senator, 
McCormick. They fail, of course, to state that this was carried 
unanimously. To further substantiate their case they then cite 
the Republican platform of 1920, which read in part: 


We pledge ourselves to earnest and consistent attack upon the 
high cost of living by rigorous avoidance of further inflation in 
our Government borrowing, and by courageous and intelligent de- 
flation of over expanded credit and currency.'** 


President Harding’s speech accepting the Republican nomina- 
tion, delivered on July 22, 1920, would next be referred to, in 
which he restated that the Republican party would attempt intel- 
ligent and courageous deflation. 

In the discussions of the influence of political parties on the 
Bank rate hypocrisy has been enthroned supreme. The opponents 
of the deflation policy of the Reserve Banks fail to recall in their 
remarks the opposition which the public had previously manifested 
to the rising prices; or the declining gold reserves of the Re- 
serve Banks through 1920, or their increasing liabilities, or the 
over-expanded condition of the commercial banks of the country, 
or the decline in prices in other nations. As the opposition of 
the farmers to the falling price level increased, President Harding 
had less and less to say about deflation. Finally, in a letter to 
Representative Mondell, outlining the work of the Republican 
party in Congress, he mentioned as one of their crowning achieve- 
ments the arresting of the fall in prices through a progressive 


147 The Financial Review, 1921, p. 39. 
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reduction of the Bank rate. As a result, so President Harding 
naively claimed, Liberty Bonds had risen in value and agriculture 
and industry had brighter prospects ahead than at any time since 
“the mistaken program of drastic deflation adopted by those 
who were then in control of Government policies.” ‘4% Many 
Republican politicians claimed that the Democratic party was 
responsible for deflation, as prices had begun to fall under a 
Federal Reserve Board appointed by a Democratic President. 
The unfortunate part of this whole controversy was the assump- 
tion that the policies of the Reserve Banks might be dictated by 
politicians guiltless of any knowledge of economics or banking. 
The policies of the Reserve Banks should, of course, be formulated 
by disinterested experts, men who are not concerned with the 
fortunes of any political party. Nothing could be so disastrous 
as to have the raising and lowering of the Bank rates, and the 
adoption of credit policies by the Reserve Banks, governed by the 
exigencies of party politics. Politics and banking must be 
divorced if the Reserve Banks are to function most successfully or, 
in fact, if they are to function at all. 

The “Secret” Meeting of May 18, 1920. The Manufac- 
turer’s Record, of Baltimore, in a very spectacular write-up, 
claimed that the Board’s “drastic” policy of deflation was agreed: 
upon at a secret meeting held on the 18th of May, 1920.14° So 
startling seemed this revelation that Senator Gooding, of Idaho, 
introduced a resolution directing the President to order an investi- 
gation and report whether.the purport of the meeting was incom- 
patible with the public interest. In discussing his resolution he 
accused the Reserve Board of acting jointly with the Interstate 
Commerce Commission in paralyzing the agricultural interest of 
the country.'°° The minutes of this conference have since been 
published.°* It was a meeting attended by the members of the 
Board, of the Federal Advisory Council, and by the Class “A” 
Directors of the Reserve Banks. Those present discussed in a 
very frank way economic conditions in various parts of the 
country, and the attempts made to remedy the overextended con- 
dition of banks. Nothing was said which would lead one to 
feel that the Board was controlled by the financial interests of 
the East or was unsympathetic with the needs of the agricultural 
sections. John Skelton Williams, who later developed into a 

148 The New York Times, October 16, 1922, pp, 1-2. 

149 Issue of February 22, 1923. 


150 Congressional Record, Unbound Edition, February 28, 1923, p. 4900. 
151 Senate Document No. 310, 67th Congress, 4th Session. 


ak ae ad 


DEFLATION ATS 


» most severe critic of the policies of the System, and who because 
of this has been eulogized by the Manufacturer’s Record, was 
present and declared himself in favor of a “reasonable degree 
of deflation or contraction.” 1°? He took issue with the Hon. A. 
C. Miller, who expressed himself as simply opposed to further in- 
flation, a statement which Williams declared was too weak. At 
the conclusion of the conference Governor Harding suggested that 
those present hold the discussion confidential, for fear that people 
would rush to borrow if they anticipated a rise in rates. It was 
- this statement which so roused the ire of the Manufacturer’s 
‘Record. A careful reading of the minutes of this meeting reveals 
no deep-seated plot to deflate the farmer. Nor could we say that 
the System’s policy of deflation was adopted at this meeting, for 
since the armistice the Board had favored a contraction of credits. 

The System’s Treatment of the Farmer. Probably the most 
serious charge brought against the System through these years 
was that it had purposely and premeditatedly discriminated 
against the farmer. The charge took several forms. It was 
claimed that the Reserve Banks had denied funds to the 
agricultural sections in order that they might be employed in 
speculation in Wall Street. The critics charged that small 
banks in the farming sections were treated unfairly as compared 
with the large city banks, and that the country banks had to col- 
lateral their borrowings from the Reserve Banks to an excessive 
extent. Senator Brookhart declared that the business of farm- 
ing was not even recognized in the Federal Reserve Act,'°? and 
that the System had very arbitrarily determined the amount 
which it would loan in his home state, Iowa.1°* There is 
absolutely nothing to substantiate the charge, that the System 
had singled out the agriculturalist for deflation. To prove our 
contention, let us quote from the Report of the Joint Commission 
of Agricultural Inquiry, which if anything should be biased in 
the farmers’ favor. After pages and pages of statistical data, 
it concluded : 


1, That the expansion of bank loans in rural districts during the 
period of inflation ending June 1920, was relatively greater than 
in the industrial sections, taken as a whole. 

2. That the action of the Federal Reserve Board and the Federal 
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reserve banks during the 15 months preceding April 28, 1921, did 
not produce a greater curtailment of bank loans in the rural dis- 
tricts than in the financial and industrial sections. 

3. Credit was not absorbed by the financial centers at the expense 
of rural communities for the purpose of speculative activities. 

4. That the pressure of the forces of liquidation and depression 
in the agricultural sections was reflected in a reduction of deposits. 
This reduction of deposits, particularly demand deposits, was 
relatively larger in the agricultural and semi-agricultural counties 
in the United States than in the industrial counties.’°° 


A study of the loans and discounts of the Reserve Banks in the 
agricultural sections, as compared with those in the industrial 
sections, and of the heavy borrowings of the former from the 
latter, should convince all that the System treated the farmer 
with great liberality, indeed, with greater liberality than the 
dictates of prudence should have permitted.'?® 

The feeling among farmers that they had been unfairly treated 
was fostered by statements of the officers of many commercial 
banks, who were unwilling to meet further demands of agricul- 
turalists. They asserted that the Reserve System would not 
allow bank loans to increase. Thus the “buck was passed” to 
the Reserve Banks. The Reserve System has not discriminated 
against the agriculturalist. From the beginning he has been the 
“spoiled darling” of the System. 

Federal Reserve Banks and Speculation. In his testimony 
before the Joint Commission of Agricultural Inquiry, Senator 
Brookhart declared that 39% of the loans of national banks 
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had been employed in speculation,!°7 a condition which he implied 
was fostered or at any rate not, discouraged by the officials of 
the Reserve System. He did not explain the statistical pro- 
cesses involved in obtaining this figure, and frankly admitted that 
it was but an estimate. It is also implied in the testimony of 
John Skelton Williams that the Reserve Banks did little to prevent 
their funds from being used in speculative undertakings. | 

While it is contrary to the spirit of the Act for the funds of 


_the Reserve Banks to be employed in speculation, it was known 


that they were so used through the period of inflation, though 
little complaint was raised at that time. The officials of the 
System endeavored to prevent this practice, but their hands 
were tied in that the Treasury policies for a long time would not 
permit the raising of the Bank rate. 

Demanding Collateral. It was John Skelton Williams who 
laid particular emphasis on the practice of certain of the Reserve 
Banks of demanding what in his opinion were excessive amounts 
of collateral from the smaller banks of the country. In his 
testimony before the Joint Commission of Agricultural Inquiry 


he said: 


The small banks are called upon to state what the money is used 
for time and again in different parts of the country. ‘The officers 
of the banks are called up to the Reserve Bank and are asked: 
“What are you going to do with this money?” Not only that, but 
they are sometimes not only required to leave with the bank the 
bills discounted, but to put up a great deal of additional collateral 
from time to time, which I think is a very questionable practice.'’* 


Williams’ successor as Comptroller of the Currency, in his 
1921 report, asserted that all but one of the Reserve Banks had 
demanded excess collateral against loans.1°® The practice of the 


157 Hearing before the Joint Commission of Agricultural Inquiry, Vol. I, 
p. il. 

158 Ibid., Vol. 2, p. 68. 

159 P, 3, Crissinger reported: With one exception, the Federal reserve 
banks require collateral from banks rediscounting eligible paper. This 
requirement tends to take a too large proportion of the best paper out of 
the rediscounting bank. This has at times left the rediscounting institution 
in a difficult position if called upon to face extraordinary demands from 
depositors, because the bank finds itself without sufficient desirable paper to 
sell, to rediscount, or to offer as collateral for cash needed to meet the de- 


mands of depositors. : 
The one Federal reserve bank which does not require collateral from re- 
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Reserve Banks in requiring member banks to put up collateras 
equal to 150%, 200%, or 250% of the amount of the loan 
Williams declared to be a great wrong.'°° 

He mentioned the case of a bank in the Southwest which 
claimed it was ruined by these exactions on the part of the 
Reserve Banks.1®! In his testimony before the Joint Commis- 
sion Governor Harding explained that the Reserve Banks were 
clearly within their rights in demanding excess collateral, in case 
they felt the member bank to be in an overextended condition.1% 
It was quite a common practice, he added, among commercial 
banks. In answer to a query he replied that one of the member 
banks to complain against this practice was the First National 
Bank of Hearne, Texas, which later became insolvent. The 
Dallas Reserve Bank had loaned this institution some $406,000, 
and on this loan, in spite of the excess collateral they demanded, 
they stood to lose $100,000.18 Governor Miller, of the Kansas 
City Reserve Bank, justified this practice in the following terms 
before the Joint Commission: 


Now, Mr. Chairman, some suggestion has been made that some 
Federal reserve banks in agricultural districts have required exces- 
sive collateral from their members. 

The Chairman. You mean the Federal reserve banks? 

Mr. Miller. That the Federal reserve banks have. We have 
prepared here about 50 or 60 of the cases where we have required 
the greatest amount of collateral and the amount of liability, and 
we have given the reasons for asking that collateral. 

Here is a bank with a basic line of $17,000 that owed us $119,- 
000; that is six times its basic line. We required general col- 
lateral of $42,000. I am giving you the cases that are the very 
largest proportion and every case that would be regarded as ex- 
cessive. ‘ 


The Chairman. That is $42,000 in excess of the 100 per cent? 


discounting banks insists that each rediscount operation shall stand on. its 
own bottom. Under this method rediscounting banks offer nothing but 
gilt-edge paper, thus insuring careful and conservative operations on their 
part. This seems to me to be the plain intent and purpose of the law, and 
I believe the method of making rediscounts ought to be so clearly defined as 
to constitute an additional measure of safety. 

seen it di, before the Joint Commission of Agricultural Inquiry, Vol. 2, 
p. 127. 

161 [bid., p. 157. 

162 [bid., p. 417, 

163 [bid., p. 418. 


DEFLATION 479 


Mr. Miller. No; this bank has a basic line of $17,000, but, 
indeed, owed us $119,000. Now, in addition to the $119,000, 
which represented the discounts, we required of them $42,000 gen- 
eral collateral. That is, $42,000, as ¢ompared with $119,000 of 
indebtednesses which we were carrying. The reason we did that 
was that its condition was admitted to be much overextended. 
Nobody would contradict that a bank with a $17,000 basic line 
owing us $119,000 was overextended. That is six times.’ 


Surely as a protection to the funds of the other member banks 
and of the deposits of the Government the Reserve Banks have 
every right, when necessary, to demand excess amounts of 
collateral. The safeguarding of our banking system requires 
that they do this. ; 

Iowa and the Reserve System. Smith W. Brookhart, now 
a United States Senator, but then representing the National 
Farmers’ Union, declared before the Joint Commission of 
Agricultural Inquiry that the Reserve System, by which he pre- 
sumably meant the Federal Reserve Bank of Chicago, arbitrarily 
reduced the amount which member banks in Iowa might borrow 
from 91 to 36 millions of dollars. He is not clear in his testimony 
but seems to imply that this allotment was by virtue of some pro- 
vision in some act. Nor does he state definitely whether this 
allotment was for a year or for a fraction thereof.1® <A careful 
search fails to reveal data which in any way substantiates Brook- 
hart’s contention. In the Ninth Annual Report of the Federal 
Reserve Board figures are given which show that the total 
amount of paper discounted for member banks in Iowa in 1920 
amounted to 824 millions, in 1921 to 635 millions, and in 1922 to 
198 millions of dollars. + 

The Charges that Governor Harding Speculated in Cotton. 
Then Senator Hefsin brought fward the very serious charge 
that Governor Harding had been speculating for a fall in the 
price of cotton and was therefore actuated to favor a policy of 
drastic deflation.1°* A somewhat similar charge had been made 
against the officials of the Bank of Japan, who, it was claimed, 
induced deflation because they had gone “short” on the stock 
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market. Senator Heflin offered no proof to substantiate his 
contention. Governor Harding flatly denied this charge, a 
denial which was taken in very bad grace by the Senator. 

The Reserve System and Profiteering. Another charge 
made against the officials of the System, which falls to the ground, 
was that they had profiteered. Those who made this charge 
were evidently ignorant of the provisions of the Act which govern 
the division of the Regional Banks’ earnings. During the war 
the Reserve Banks were in the unusual position of being forced to 
earn huge sums by reason of the financial policies followed by the 
Government. Their earnings were thrust upon them. As is well 
known among students of the subject, the law requires that after 
a Reserve Bank has accumulated a surplus equal to 100% of its 
authorized capital,.it must turn over 90% of its net earnings to 
the Government each year in the form of a franchise tax. In 
all the Reserve Banks have turned $135,387,941 over to the 
Government. 

Salaries in the Reserve Banks. Former Comptroller John 
Skelton Williams stressed greatly the increases in salary which 
some of the officials of the Reserve Banks had received since their 
connection with the System, and the size of their incomes. He 
cited cases of persons connected with the Federal Reserve Bank 
of New York, whose salaries had risen from 200% to 594% since 
they had been with that institution.1° An investigation con- 
ducted by the Reserve Board showed the average salary of the 
officers of the Reserve Banks, save in the case of the Richmond 
Reserve Bank, to be much lower than the average salary paid 
officers in the larger member banks in the Federal Reserve cities.1°° 
The size of the salary paid to the officers of the Reserve Banks is, 
after all, rather an inconsequential detail provided they are 
competent and are conducting the institutions along the most 
enlightened lines. Williams would have had a much stronger case 
if he had laid emphasis not on the “large” salaries paid officers 
but on the small size of the employees’ wages. The wages of the 
clerks employed in the Reserve Banks are even lower than the 
pitifully small income of clerks employed by commercial banks, a 
wage much lower than might be earned by a factory employee. 
The size of the clerks’ salaries has resulted in a very expensive 
labor turnover in the Reserve Banks, with resulting inefficiency 
and much dissatisfaction. 
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The Publicity Fund. Another of the criticisms brought for- 
ward by Senator Heflin was that the Board had a publicity fund 
which they used to disseminate propaganda over the country. 
‘He even induced the Senate to pass a resolution calling for the 
details of the publicity fund of the Board, if one had been main- 
tained.7° His charges were flatly denied by the Board. 

The Bank Rate and the Price of Liberty Bonds. Senator 
Owen was most critical of the increases in the Bank rate through 
the spring of 1920 for occasioning, as he claimed, the decline in 
the price of Liberty Bonds. He called attention to the fact that 
before the war United States 2% bonds sold above par, and that 
the normal rate of interest in Belgium was 8%. He asserted that 
the raising of the Bank rates forced member banks to increase - 
their interest charges, all of which was responsible for the decline 
in the value of the bonds. The policy pursued by the Reserve 
Banks was responsible, so he claimed, for a loss to the bond- 
holders of the country amounting to three billions of dollars.1™ 
In his statements Senator Owen assumed that the Reserve Banks 
had absolute control over all interest charges in the United 
States, on loans for commefcial and investment purposes, for 
otherwise a lowering of their rates would have no effect on Liberty 
bond values. The assumption is also implied that the Reserve 
Banks could influence fluctuations in interest rates abroad, for 
otherwise a holder of a Liberty bond would dispose of it in order 
to obtain the higher yield offered by foreign securities. Viewed 
in this light his contentions become absurd. Further, he ne- 
glected, in his letters to the Board and in his speeches, to take 
cognizance of the fact that were the Reserve Banks to lower their 
Bank rates and inflation to continue, the purchasing power of the 
interest received by the bond-holding class would decline. We 
need only to refer to Germany to illustrate the extent to which 
bondholders and creditors in general are injured by a period of 
rising prices. Though rising interest rates might depreciate 
Liberty bonds temporarily, in the long run this would benefit the 
bondholder through an increase in the purchasing power of his 
interest. Then, of course, as the period of depression passes 
away the value of Liberty Bonds is certain to rise. Evidently 
none of these facts occurred to Senator Owen. It would, of 
course, be extremely dangerous for a central bank to be compelled 
to regulate its discount rate policy in order to support the price 


170 The Commercial and Financial Chronicle, June 10, 1922, p. 2537. 
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482 DEFLATION 


of government bonds. Before the war the Bank of France was 
compelled to govern its credit policies with this in mind but then 
we saw that France was not truly on a gold standard. 

By way of answer to Senator Owen’s criticisms the Board 


replied: 


In your letter of April 27th, you~attributed the decline in the 
market value of Liberty Bonds entirely to the advance in discount 
rates at the Federal Reserve Banks, giving no consideration to 
the possible effect of the withdrawal from the market of the War 
Finance Corporation as a daily purchaser. In my letter to you 
of May 3rd, I ventured the prediction that “the policy of the 
Federal Reserve Board to curb inflation will, in the long run, re- 
sult in improving the market value of Liberty Bonds and a con- 
trary policy of furnishing credit at cheap rates at a time like this 
would impair the market. The value of a promise to pay a sum 
certain at a future date is impaired by the inflation which the 
Board is trying to control.” In my letter to you of May 24th, I 
stated “the obligations of the Government of the United States 
offer the best opportunity for investment in the world today. They 
are being sold now on a most attractive investment basis, and as 
speculative tendencies are curbed, as the gains of the profiteers 
are reduced, as commodity prices decline, and as the business and 
industry of this country settle down to a more normal peace basis, 
the market value of these securities will rise very rapidly.” <A 
comparison of market quotations last May with those of the past 
week will show that Liberty Bonds have advanced several points.1™ 


Liberty Bonds then were falling in price because of the low 
interest borne by the bonds in comparison with the rising interest 
rates over the world. Their prices would rise only as savings 173 
accumulated, as the period of inflation was stopped and eco- 
nomic conditions once more put on a sound basis. By raising 
their Bank rates the Reserve Banks facilitated the necessary 
readjustment. 

High Call Loan Rates and the System. Then the System 
was accused of encouraging or at least of doing nothing to pre- 
vent the very high call loan rates through 1919 and 1920, It 
was charged that the high rates attracted funds from the interior 
of the country to the detriment of agriculture and industry. 
Street loans placed for the account of out-of-town correspondents 


172 Reply of the Federal Reserve Board, etc., p. 13. — 
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reached a peak on the 21st of November, 1919.17 From that 
time these loans steadily declined until they reached a point 50% 
below their high level. It is probable that the high level of call 
rates through the summer of 1919 did attract out-of-town funds. 
There is nothing to indicate, however, that the funds drawn into 
the call loan market were attracted to the deprivation of industry 
~and agriculture. Funds were so plentiful at this time that any 
one with a legitimate claim had no difficulty in securing credit. 
The highest call rates did not occur until the latter part of 1919 
and the first part of 1920 after the interior banks had begun to 
withdraw their stock exchange loans. It was the withdrawal of 
these funds to meet the requirements of industry and agriculture 
which sent interest rates soaring on the exchange, so the Joint 
Commission of Agricultural Inquiry reports.'7° Professor David 
Friday summed up the situation as follows before the Joint 
Commission : 


A New York bank president asked me what I thought was going 
to happen in January, 1920. I told him the New York money 
market was going to be very tight, that security prices were going 
to fall, that the New York Federal Reserve Bank was going below 
the legal limit from time to time; and that no wise banker would 
do otherwise than get under cover right then and there. . . . In- 
terior banks had balances with New York in January, 1920, which 
were equal to the entire reserve deposits those banks had with the 
Federal reserve banks. Half of their funds were with the Federal 
reserve and the other half with New York banks. When the 
Federal Reserve Board said: “You put a check on this matter 
of rediscounts, you can not go on expanding any further,” they 
took the money off the stock market, and took the money out of 
the New York banks, and put the New York situation under 


pressure.**® 


Among other things the Reserve System was even blamed for 
conditions in Europe and for the decline in American export 
trade.!77 It was accused of restricting loans for building opera- 
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tions. The oil interests were angry because the Banks would not 
consider some of their fixed assets as liquid. One Senator de- 
clared that the Board had abdicated all of its powers. The Re- 
serve System had become a center for political intrigues and cross- 
fires. It was being made a football of politics. The refusal to 
reappoint Governor Harding, all in all a worthy and hard-working 
public servant, is but an illustration of this point. The Reserve 
Board ought to be as much above the suspicion of political 
control as the Supreme Court of the United States. This will 
not be so if the tenure of its members depends on the whim of 
politicians and the plaudits or disapproval of the people. Those 
whose efficiency has been tested and proved should have a sure 
tenure. Since the tenure of membership on the Board is so 
uncertain, its caliber has been steadily declining. A much-needed 
and pressing reform is to appoint men of standing and capacity 
and to assure them of certain tenure of office. The Reserve 
System can not function so long as it serves as a means of re- 
warding deserving politicians, or of honoring bosom friends, 

Investigations of the System. The criticisms of the ag- 
riculturalists led to a series.of investigations of the administra- 
tion of the System. The officials were called before investigat- 
ing committees time and again. The most elaborate inquiry was 
that conducted by the Joint Commission of Agricultural Inquiry. 
Provision for the commission was made in a resolution which 
passed the Senate on May 31 and the House on June 7, 1921. 
The testimony before this committee has appeared in three 
volumes of nearly 2400 pages. Volume two (Part 13), which 
includes the testimony given by John Skelton Williams, Governor 
Harding and Governor Strong, has become quite famous. The 
Commission’s report appeared in four parts. Part II, which 
deals very exhaustively with credit conditions from 1914-1921, 
exonerates the Reserve System completely from the criticism that 
the agriculturalists had been singled out for deflation. 

Most of the critics of the Reserve System either stressed in- 
consequential details or themselves became involved in economic 
fallacies. ‘The fundamental issues were either ignored or treated 
in a manner reflecting a measure of discredit on the critics. There 
was little constructive criticism of the policies instituted by the 
Board. 

Hacking at the Reserve System. The criticisms of the 
Reserve System led to the introduction in Congress of a motley 
array of bills and resolutions, all designed with the purpose of 
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changing its structure.17* Most of these measures were framed 


not with the object of improving the System but with the un- 
worthy purpose of altering the provisions of the Act in the in- 
terests of certain groups. Thus some of the bills would allow the 
Regional Banks to discount paper of greater maturity, or would 
compel them to invest their surplus or earnings in paper arising 
from cattle loans and in the bonds of the Federal Land Banks. 
Others were introduced for the purpose of limiting and restrict- 
ing the credit and discount policies of the System. The feeling 
seemed to pervade Congressional circles that credit and yet more 
credit was all that was necessary to solve the difficulties of those 
hard pressed by the business recession.'’? Credit was demanded 


178 For the recommendations of the Joint Commission of Agricultural 
Inquiry, see, Credit, Part II, p. 9. : 
179 Some of the measures introduced were: 

That earnings should be used to discount agricultural paper (66th 
Cong., 3d Session, S. 4665). 

That a dividend of 8 per cent be paid on Federal Reserve Bank stock 
(67th Cong., 2d Session, H. R. 11229). 

That reserves at F. R. Banks against deposits be reduced from 
35% to 10%. Introduced by Senator Owen (67th Cong. 2d 
Session, S. 2915). 

That agricultural paper be discounted at 4% (67th Congress., Ist 
Session, H. R. 7560). 

That factors’ paper be made eligible (67th Cong., Ist Session, H. R. 
7829); 

That interest charges at member banks do not exceed 8% per annum 
(67th Cong., Ist Session, H. R. 8841). 

That the present members of the Federal Reserve Board be discharged 
and five be appointed who are not bankers (67th Cong., Ist 

. Session. S. J. Res. 84). 

That meetings of the Federal Reserve Board be open to the public 
(67th Cong., Ist Session, H. R. 4984). : 

That the Reserve Banks shall pay 2% on bankers’ balances, or what- 
ever their earnings will permit, (66th Cong., 2d Session, H. R. 
12849). By the passage of such an amendment the Reserve 
Banks would at the present time be forced to earn 20 millions 
of dollars a year, over and above all their expenses, to pay 
the interest on bankers’ balances. It is obvious that the com- 
pulsion to earn this amount would prevent the development of 

discount and credit policies. 

That no member bank shall charge a rate of interest in excess of 
6% on call loans (66th Cong., 2d Session, S. 3770). 

That the net earnings of the Reserve Banks be used to purchase the 
debentures issued by the Federal Land Banks (66th Cong. 
3d Session, S. 4562). 

That powers of the Comptroller of the Currency be turned over to 
the Reserve Board (66th Cong., 3d Session, H. R. 14903), 
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for the farmer, that he might hold his crops, for the exporter 
that he might sell the farmers’ products abroad. All looked to 
the Reserve Banks or to the Government directly to furnish the 
necessary funds. The country was to be made prosperous and 
contented at Uncle Sam’s expense. The sponsoring of such 
measures was reflective of either an inability to see fundamentals 
or of a hypocritical intent to delude the agrarian elements of our 
population. In the discussions of the Agricultural Credits Bill 
Senator Norris very truly said: 


While rural credits, short-time credits, and intermediate credits 
are important—I realise it; I do not want to say anything det- 
rimental to them—the great burden that is on the farmer today 
is that he is not able to pay from the product of his toil the debt 
that he already owes. If Congress would devote its time to an 
effort to seek out a market for the surplus products of America or 
to do away with the middlemen who live on the profits that they 
make from the,time that the farmer’s produce is put on the market 
until the consumer has to pay an exorbitant price for it, we should 
do more good for the producer and more good for the consumer 
than in any other way.?*° 


As Senator Norris remarked, markets were of greater im- 
portance than additional credit facilities, and, he might have 
added, self-supporting markets and not those dependent upon 
grants of credit from the Government of the United States. 

It would be an interesting and amusing task to delve into all 
of the measures introduced by those hacking at the Reserve 
System. For that, however, we shall not have time. We must 
content ourselves with a discussion of a few of the more significant 
proposals, those that particularly bear upon the discount policies 
of the Reserve Banks. 

The Proposals to Limit the Bank Rate to Five Per Cent. 
In the Third Session of the Sixty-sixth Congress, Mr. Harris 181 
introduced a bill in the Senate which would limit the maximum 
rate of interest which the Regional Banks might charge to 5% 
per annum. Similar bills were introduced in the House on 

That the net earnings be used to discount cattle loan paper maturing 
within two years (66th Cong., 3d Session, H. R. 14904). 

That member banks be prohibited from loaning money to be used in 
commodity speculation (66th Cong., 2d Session, H. R. 13680). 


180 Congressional Record, Unbound Edition, Vol. 64, p. 2938 
181 Introduced December 7, 1920, S, 4560, 
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various occasions by Representatives Brand, Fulmer, McSwain, 
and Oldfield.18* In Chapter II we saw that at one time there 
had been such laws in England and France. Until 1833 the 
Bank of England could not advance its Bank rate above 5%, and 
until 1857 the Bank rate-at the Bank of France could not 
exceed 6%. These laws were repealed for it was recognized that 
they seriously impaired the efficacy of the Bank rate to rectify the 
foreign exchanges, to correct adverse balance of payments, and to 
- check domestic speculative tendencies.'** In a letter to Senator 
McLean, Chairman of the Committee on Banking and Currency 
of the United States Senate, Governor Harding declared '** that 
the Board was 


unalterably opposed to this bill or to any other bill which in any 
way attempts to limit the power now vested in it and in the 
Federal Reserve Banks to regulate the rates of discount which 
those banks may charge. 

It is essential to the proper functioning of any central banking 
system that the central bank or banks of discount shall have com- 
plete control over their rates. This control over rates in normal 
times is the usual and most effective means of protecting the gold 
reserves of a country against withdrawals for foreign account, and 
in domestic transactions it insures the accumulation in normal times 
of a reserve sufficient to meet the seasonal and emergency demands 
of the central bank or banks. It is the general practice of cen- 
tral banks to fix their rates slightly above the market rates. This 
is particularly true of the Bank of England and in view of the 
frequent references which are made to this institution in public 
discussions it may be of interest to review its experience in the 
matter of discount rates since the passage of the Bank Act of 
1844, as shown by the table on page 33 in a book entitled “Bank 
Rate and the Money Market” by R. H. Inglis Palgrave, F. R. S. 
The annual average bank rate of the Bank of England during the 
years 1845 to 1871, inclusive, was higher than the annual average 
market rate in sixteen of the twenty-six years and was lower than 


182 66th Congress, 3d Session, H. R. 14480. 
67th Congress, Ist Session, H. R. 6677. 
67th Congress, Ist Session, H. Con. Res. 27. 
67th Congress, Ist Session, H. R. 8841, 
67th Congress Ist Session, H. R. 7361. 
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the annual average market rate in the other ten years, but from 
the year 1872 to the end of the period covered by the table, 1900, 
the average bank rate was higher than the average market rate in 
every year. From 1900 down to the present time the average bank 
rate has continued to be higher than the average market rate. 

Up to the year 1833 the Bank of England was subject to the 
usury laws. In his book entitled~ “Essai Sur La Fondation Et 
L’Histoire de La Banque D’Angleterre, 1694-1844” Dr. A. An- 
dreades, of the University of Paris, [sic.] refers, on page 361, to 
the release of the bank from the application of the usury laws and 
describes the conditions which led to this action by Parliament. The 
conditions then existing in England were not altogether unlike 
present conditions in this country, and it is noteworthy that instead 
of attempting to impose restrictions upon the bank, Parliament 
liberalized its powers and relieved it from the old restrictions which 
had seriously impaired its efficiency in dealing with the situation. 

In explanation of the fact that the discount rates of the Federal 
Reserve banks are at the present time below the market rates it 
may be appropriate to quote the following from an address which 
I made to the American Farm Bureau Federation at Indianapolis on 
Dec. 7, 1920: 

“Normally the discount rate of a Federal Reserve bank should 
not control the rates at which member banks loan money to. their 
customers. In the countries which have central banks there is a 
well-established policy that the central bank discount rate should 
be maintained at a figure slightly in excess of the current market 
rate. The wisdom of such a policy is apparent for it eliminates 
all consideration of profit in rediscount transactions and gives the 
central bank better control over its own reserves and causes the 
banks which deal with the public to rely to a greater degree upon 
their own resources in extending, accommodations while still af- 
fording them an outlet for any undue accummulation of loans. 
Because of the exigencies of war financing, it has not been prac- 
ticable for the Federal Reserve banks up to this time to adopt 
this policy and as a rule Federal Reserve bank discount rates are 
lower than the rates charged by member banks. It is believed that 
conditions are gradually adjusting themselves so that Federal Re- 
serve bank rates may be maintained at a level slightly higher than 
current rates not only without any disturbance to commerce and 
business but to their distinct benefit. In fact, this adjustment 
has already begun in some cities where member banks have reduced 
their rates on commercial paper.” 
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The enactment of a law fixing the maximum rate to be charged by 
Federal Reserve banks at 5% would, of course, make it impossible 
to bring this necessary corrective principle into permanent opera- 
tion, for it would be effective only at times when current market 
rates for money might fall below 5%. The Board desires to call 
your attention to the fact that only three States—Illinois, Louisiana, 
and Michigan—have a legal rate of interest as low as 5% and in 
each of these States a higher contract rate is permissible—Illinois 
and Michigan, 7%; Louisiana, 8%. In thirty-two States the 
legal rate of interest is 6%; seven States have a legal rate of 7% 
and in six States and in the Dystrict of Columbia the legal rate of 
interest is 8%. In eleven States—Arizona, Arkansas, Florida, 
Kansas, Minnesota, Nebraska, North Dakota, Oklahoma, Oregon, 
Texas and Wisconsin—a contract rate of 10% is allowed, and in 
ten other States—Colorado, Connecticut, Idaho, ‘Montana, Nevada, 
New Mexico, South Dakota, Utah, Washington and Wyoming— 
12% is the contract rate. In seven States—Georgia, Indiana, Iowa, 
Mississippi, Missouri, Ohio and South Carolina—having a legal rate 
of less than 8%, a contract rate of 8% is allowed. Four States— 
California, Maine, Massachusetts and Rhode Island—permit any 
rate to be charged under contract, and in New York any rate agreed 
upon in writing is legal on collateral demand loans of $5,000 and 
over. 

The theory that discount transactions should yield a profit to 
the member banks is a fallacy which owes its wide credence in 
part to the fact that the Federal Reserve banking system, which 
has some of the attributes of a central banking system, is com- 
paratively new, and partly to the abnormal times through which 
we have passed, the inevitable effects of which are now being ex- 
perienced: The fact is, however, that the potential profits of the 
member banks should not be permitted to influence the determina- 
tion of the Federal Reserve bank rates. On the contrary, member 
banks should rely mainly upon their own resources in normal times 
in order that when seasonal and emergency demands do arise the 
reserves of the Federal Reserve banks may be available to meet 
those demands ar4 sufficient to prevent the emergencies from de- 
veloping into panic conditions. In this connection your attention 
is invited to an editorial which appeared in the Dallas (Texas) 
“Morning News” of Friday, June 11, 1920, copy of which is en- 
closed herewith. 

If Federal Reserve bank rates were fixed at 5% at the present 
time there would undoubtedly be a very strong incentive to the 
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member banks to utilize to the utmost the rediscount facilities of 
the Federal Reserve banks, because in an 8% money market there 
would be a spread of 3% between that rate and the Federal 
Reserve bank rate which would represent a profit to be derived 
by the member banks on rediscount transactions. In States which 
have no important financial centers but in which rates as high as 
10 and 12% are authorized by law,.the incentive to rediscount with 
the Federal Reserve banks would be even greater. It is the opinion 
of the Federal Reserve Board, confirmed by past experience, that 
the lowering of the Federal Reserve bank rates to 5% would have 
but very little if any effect on the market rates which could not 
be fixed by legislative enactment but which are determined by the 
inevitable operation of the law of supply and demand. Nor are 
banks generally inclined—particularly banks in agricultural sections 
—to give their customers the benefit of Federal Reserve bank dis- 
count rates. It should be borne in mind also that with Federal 
Reserve bank rates at 5% the incentive to speculation would in- 
crease the demand for credit and the net result would be that bor- 
rowers for legitimate commercial and agricultural purposes would 
find it difficult and expensive to obtain credit. Ultimately, of 
course, the limit of expansion would be reached, and in the Board’s 
opinion it would be reached within a very short time, for it must 
not be forgotten that there are about $25,000,000,000 of Govern- 
ment obligations available as collateral for loans eligible for redis- 
count by Federal Reserve banks. If the limit of expansion should 
be reached, the Board believes that a condition of depression in- 
finitely more serious and more widespread than that now existing 
would follow. $ 

The Board calls the attention of the Committee to the fact that 


the bill under consideration would operate as a repeal of the pro- . 


visions of Section 11 (c) of the Federal Reserve Act which re- 
quires the Federal Reserve Board to impose a graduated tax upon 
a Federal Reserve bank whenever its reserves fall below a specified 
minimum, the Federal Reserve bank being required “to add an 
amount equal to said tax to the rates of interest and discount fixed 
by the Federal Reserve Board.” If the bill under consideration 
were enacted, 5% would be the maximum rate a Federal Reserve 
bank could charge even if its reserves were rapidly dwindling to 
the vanishing point. 

In conclusion and by way of summary, if this bill should become 
a law it is the Board’s firm belief that the Federal Reserve banks 
would find it impossible while functioning in a normal way to pro- 
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tect their gold reserves, that the Federal Reserve system would 
within a very short time cease to be in any sense a reserve system 
and would become a mere instrument for the acceleration and per- 
petuation of expansion, and that a wholesale scramble for the funds 
of the Federal Reserve banks would ensue which would leave those 
banks only two alternatives—one, to lend their funds at the rate 
prescribed until the exhaustion of their reserves had been completed, 
and the other to fix a definite limit upon their total volume of luans, 
thus adopting a rigid system of credit rationing. In the one case 
they would reach a point where they would be unable to make 
further rediscounts no matter how insistent or meritorious the de- 
mands might be, and in the other they would find it necessary to 
place all applications for discount accommodations on a waiting 
list until repayment of prior loans made new funds available. 


Likewise, Carter Glass declared in the Sixty-Seventh Congress, 
Fourth Session, when it had under consideration a similar amend- 
ment offered by Senator Heflin, that the passage of the bill would 
throw everything into financial chaos and confusion. “It would,” 
he asserted, “break down the Federal Reserve banking system of 
the United States.” 1°? Senator Glass did not overexaggerate 
the effects of legislation restricting the level to which the Bank 
rate might be raised. If such legislation were enacted the Re- 
serve Banks in order to mitigate the amplitude of cyclic fluctua- 
tions would be forced to resort to such tactics on the upward 
sweep of the cycle as the downright refusal to discount paper and 
the application of stricter credit tests. During the crisis the 
Reserve Banks would have to discount liberally with their Bank 
rates so far below the market as to risk a recrudescence of specu- 
lation. The better judgment of the legislators prevailed and 
both Senator Harris’s and Heflin’s motions were lost.'*® 

The Proposal for a Uniform Bank Rate. Another amend- 
ment which would have greatly weakened the efficacy of the credit 
policies of the Reserve Banks, and which was introduced also by 
Senator Harris,'8* provided that the Board establish a Bank 
rate uniform for the twelve districts. The Aldrich Bill, as will 
be remembered, provided for a uniform Bank rate, as indeed did 

185 Congressional Record, Unbound Edition, Vol. 64, p. 2918. Tor Secretary 
Mellon’s opinion of such measures as this, see Hearing before the Joint Com- 
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some of the earlier drafts of the Reserve Act. In allowing the 
Bank rates to vary in the different districts lay one of the chief 
virtues of the Reserve Act. They could be adjusted to the 
economic development of the different sections of the nation. The 
Reserve Board was in unanimous opposition to this amendment. 
In a letter to Senator McLean, Governor Harding stated: '** 


As is well known, when the Federal reserve bill was being 
drafted much consideration was given to the question of whether 
there should be one central bank with branches or a regional sys- 
tem composed of several independent banks located in various parts 
of the country. The regional system was adopted, because it was 
thought that this country, with its wide expanse of territory and its 
varied and diversified interests, was not suited to a central banking 
system under the management of a single board of directors. It 
is generally recognized now, even by those who originally advocated 
a central bank, that the decision was a wise one. Should the 
amendment in question be adopted an initial step will be taken in 
destroying the regional character of the Federal reserve system and 
there would be imposed upon the Federal Reserve Board the dif_i- 
cult task of fixing rates of discount to be uniform and apply uni- 
versally throughout the entire country without regard to temporary 
or seasonal conditions prevailing in the various sections. The board 
under its power of review already has the power to fix discount 
rates, which are first proposed by the directors of the various Fed- 
eral reserve banks, and while at the present time the rates do not 
vary greatly in the different districts, it is easily conceivable that 
conditions may arise which would render greater differentials ad- 
visable. Under the present law the board shares the responsibility 
of establishing discount rates with the directors of the banks in 
the different districts and has the benefit of their independent 
judgment. To impose upon the board the sole power of fixing 
discount rates, as provided in the amendment under consideration, 
would be a step toward further centralization of authority and any 
requirement that the rates fixed be uniform throughout the country 
would be a grave complication which would often render it impos- 
sible for the board to do justice to all sections alike, and the 
board’s unanimous opinion is that the establishment of discount 


rates under such an arbitrary plan would be unscientific and 
dangerous. 


188 Congressional Record, January 17, 1921, p. 1266. 
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With reference to Senator Harris’s proposal the Federal Re- 
serve Bank of Minneapolis has very truly said: 


Obviously the same Bank rate cannot be charged in Massachu- 
setts and Montana because of the difference in conditions. In the 
partially developed sections capital is scarce and credit is limited. 
The Northwestern states have for years found. it highly beneficial 
to attract eastern money by making favorable rates. Country 
bank deposits have benefited because the rate on time certificates 
in many hundreds of instances has been substantially higher than 
savings bank rates east of the Mississippi River. This has tended 
to bring in outside money for the benefit of communities that need 
it. An equal or uniform level would naturally destroy this ad- 
vantage since individuals in the East having surplus funds could 
employ them at the same rate at home and there would be no reason 
for sending money out into the West. A certain uniformity in 
Federal Reserve discount rates may ultimately work in an indirect 
way to a better adjustment of commercial bank rates over the coun- 
try as a whole. 

Such uniformity as is possible has recently been effected. A 
group of Federal Reserve Banks in the wealthier eastern sections 
have announced reductions in their rediscount rates to a flat 444% 
basis. A second group of reserve banks which stand between the 
well developed East and the partially developed West have an- 
nounced a new rediscount basis of a flat 5% rate. The remaining 
Federal Reserve Banks, located in territory that is wholly or largely 
agricultural, or given over to live stock, have gone to a 544% basis. 
The Federal Reserve Bank of Minneapolis is in the latter group. 
The differential between Minneapolis and New York in Federal 
Reserve rates is 1% and represents a difference which should 
normally be maintained. Federal reserve rates are already uni- 
form, therefore, as to the areas in which conditions are similar but 
there has been ‘no attempt to ignore the obvious difference in de- 
velopment, in financing requirements or in credit conditions. The 
stepping up process from East to West has placed Federal reserve 
rediscount rates at last upon the basis which they would have as- 
sumed long ago if war had not intervened. It is probable that 
this general basis will be maintained in the future but not in any 
hidebound or arbitrary way since each Federal Reserve Bank enjoys 
an absolute independence in the fixing of rates in its own district 
and must necessarily adjust such rates in such a way as its Board 
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of Directors and officers believe will best serve the interests of its 
district.1°® 


While the Reserve Board and the Reserve Banks are quite 
correct that a uniform Bank rate is impossible for America, and 
that the rates should vary from district to district, in practice 
they have not made fullest use of the regional plan of organiza- 
tion. Quite frequently Bank rates in the Western districts, as 
we have remarked from time to time, have ruled below the Bank 
rates prevailing in the financial districts of the East. If the 
Bank rates were to be set slightly above market rates in the 
various districts this could not occur. 

The Dirt Farmer Amendment. The Glass Bill, as it passed 
the House of Representatives in 1913, provided that the Secre- 
tary of Agriculture was to be a member of the Reserve Board. 
This provision was eliminated by the Senate and in the Act as 
finally enacted. During the first six years of the Reserve System, 
when the farmers were blessed with prosperity, no criticism. was 
raised because agriculture was not directly represented on the 
Board. But once agricultural prices started tumbling the feel- 
ing grew that the interests of the farmers were not adequately 
voiced and that they as a class should have one of their own 
members on the Reserve Board. This belief culminated in a 
bill °° sponsored by the agricultural bloc, which enlarged the 
Board from seven to eight members, and which directed the Presi- 
dent, when appointing members, to have a due regard to the 
financial, agricultural, and commercial interests and the geograph- 
ical divisions of the country. Further, the provision in the orig- 
inal Reserve Act that at least two of the members must be 
experienced in banking or finance was omitted. There was an un- 
derstanding, of course, between the supporters of this measure and 
the President that the new appointee should be the representative 
of the “dirt” farmers of the country. 

The members of the agricultural bloc expressed it as their 
belief that it would be helpful to have one representing the farm- 
ers on the Reserve Board. Doubtless they meant that such a 
person might be able to influence the Board to cause the funds of 
the system to be lent more freely and easily for agricultural 


189 Letter dated November 12, 1921, signed by John H. Rich, Agent of 


the Federal Reserve Bank of Minneapolis, and sent to the Editor of the 
Pioneer Press, St. Paul, Minn. - 


190 Signed by President Harding on June 3, 1922, 
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purposes. How the Board could favor the farmers more than they 
had, without ruining the System, is indeed difficult to see. 

In testifying before a subcommittee of the Senate Committee 
on Banking and Currency, Governor Harding declared that the 
Board had always been sympathetic with the interests of agri- 
culture, and that the President had every right without addi- 
tional legislation to appoint a dirt farmer when his own term ex- 
pired. He called the attention of the committee to the fact, as it 
was, that two members of the Board were partially engaged in 
agriculture and ranching. He gave four reasons for his 
opposition to the bill.19+ 


1) That the membership would be fixed at an even number which 
would be embarrassing in case of a tie vote. The Reserve Board 
should have an odd number of members as does the Supreme Court. 
2) That it was class legislation. “Where will we stop if agri- 
culture as such is given by law the right always to have a member 
on the Federal Reserve Board to represent that particular interest? 
Why should not other large interests in the United States be equally 
entitled to representation on the Board? Why should not the 
motor industry be entitled to representation? If you begin with 
legislation of this sort you will have a Federal Reserve Board made 
up of an aggregation of special interests and the members will 
be swapping favors with one another— ‘You favor a ruling of 
this sort for my industry and I will help you to get a ruling of this 
sort for your industry.’ ” 

“My conception of the Federal reserve act is that class was not 
to cut any figure. It was a banking act for the benefit of the 
whole people and we believe that this legislation will be subversive 
of that.” 

“From another point of view we think this altogether unnecessary. 
We deny the charge, which has been so frequently made, and which 
has never been supported by facts, that the Federal Reserve Board 
has in any way discriminated against agriculture. On the con- 
trary the discrimination, if any, has been distinctly in favor of 
agriculture, and I have the figures here to prove it.” +” 

3) That the farmer would be doomed to disappointment for his 
representative on the Board would be unable to render him greater 
assistance than had been accorded up to that time. “What could 


191See Amendments te Farm Loan Act and Federal Reserve Act pp. 
37-39 and 50-51. 
192 Ibid., p. 38. 
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a representative of agriculture do on the Federal Reserve Board 
any more than has been done already? If he wanted to do any- 
thing of a very radical nature, the rest of the members could out- 
vote him. He would be powerless to accomplish anything without 
their cooperation.” °° 

4) That the bill was contrary to the spirit of the Act and had its 
origins in a misconception of facts. It was the spirit of the Act 
that the Board should represent no one interest or class but should 
administer its duties with the good of the whole country in mind. 


The debate in the Senate on. this measure centered chiefly 
around such germane topics as the salaries paid the officers of 
the System, the cost of the buildings housing the Reserve Banks, 
and the Muscle Shoals project. A few discussed the bill. Sen- 


ator Kenyon laid emphasis upon the psychological benefits to be 
derived : 1°4 


There is a psychology about the whole thing. The condition 
of the farmer has been spoken of here so much that there is no 
use going into it now; but, whether justified or not, there is a belief 
on the part of the farmer that he is not receiving a square deal at 
the hands of the Federal reserve system. He is not against the 
system, and no one else is against the system; but with all of 
these members on the board, two being required under the law to 
be bankers, how can it be held class legislation if we determine that 
there shall be a farmer on the board? 

If I had time to read the Republican platform of last years 
could cite a declaration in that platform that would sustain this 
legislation. In his speeches the President has committed himself 
to the proposition, and has appointed a farmer, or a representative 
of agriculture, on the Interstate Commerce Commission, and will 
unquestionably appoint a representative of agriculture gn the Fed- 
eral Reserve Board. It is not going to accomplish a great deal, as 
the Senator from Nebraska and the Senator from Connecticut have 
said. It is not going to remedy all the ills that the farmer is 
suffering from. It will simply be helpful, and if this Federal 
reserve system is to be a great superlord of government and a great 
supergovernment in this country building up this industry, des- 


troying that one, then it is proper that all of the various interests 


of the country be represented thereon. 


193 Amendments to Farm Loan Act and Federal Reserve Act, p. 51. 
194 Congressional Record, 1922, p. 1267. 
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Senator Norris indicated in a very able manner that the bill 


had been given an importance vastly beyond that which it 
deserved : 19° 


To my mind, the bill has been given an importance vastly beyond 
what it deserves. I do not think anything will be accomplished by 
it, even if the bill and all of its amendments and all of its substitutes 
should become law, and yet I am in entire sympathy with what the 
bill or those who are behind the bill and the amendments are trying 
to accomplish. They want to get more consideration for agricul- 
ture. They feel that agriculture has not been treated fairly. I 
agree with both of those propositions. So it has been proposed to 
introduce a bill which will provide that a farmer shall be placed 
on the Federal Reserve Board, a man who is a really, truly, dirt 
farmer, as is said. 

The farmers of the country have been given to understand that 
they are going to get great relief by the passage of the bill and get 
representation on the Federal Reserve Board. They are going to 
be fooled again. There will be no relief any more than there is 
now so far as the Federal Reserve Board is concerned. After all, 
we can not by a legislative act take away the discretion that is 
vested in the appointing power. Under the law as it stands now 
the President can appoint all farmers, practically, with the ex- 
ception of two—yes; he could get all farmers as members of the 
Federal Reserve Board if he desired. 

If we enact a law that will say in so many words that he must 
appoint one farmer, he can comply with the law and appoint a 
farmer who will be the worst enemy that the farmers ever had on 
the board. There is no doubt about that. 

The President without any change in the law can appoint a man 
who is not a farmer who will be the best friend that the farmers 
have when he gets on the board. In other words, it will not be 
difficult to go out and pick a farmer or a lawyer or a preacher or a 
banker or a manufacturer and get a man who will be fundamentally, 
from the bottom of his heart, out of sympathy with the particular 
line of business with which he is identified and classified. 

It is said we will have a farmer on the Federal Reserve Board, 
and after that everybody in agriculture will prosper. But, Mr. 
President, the appointing power could select a farmer who is more 
reactionary than any Wall Street banker that ever lived, if he 
wants to do that. There are plenty of them whom he could get. 


195 Congressional Record, Vol. 62, p. 1195. 
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On the other hand, without having the law designate that a farmer 
must be appointed, the President could appoint somebody who is 
a farmer, who is a lawyer, who is a preacher, who is a manufacturer, 
and by that very act appoint somebody who is in entire sympathy 
with agriculture and would comply entirely with those conditions 
that those who are favorable to. assistance to agriculture would 
desire. 

So, after all, in my judgment it is nothing but camouflage; and, 
while I may probably vote for some of the proposed substitutes, so 
far as I am concerned I shall do so more as a protest against the 
action of the Federal Reserve Board in the last two or three years 
than for any other reason. I myself think the Federal Reserve 
Board deserves criticism, and I think the feeling that it deserves 
criticism has brought about the sentiment which is behind this bill. 
Yet the bill itself can not directly accomplish anything. 


Senator McLean offered it as his opinion that meddling in the 
affairs of the System would cause the larger member banks to 
withdraw 7°° and all that “any pirate of Wall Street” need do 
to qualify as a member, were the amendment passed, was to own 
a ten-acre farm.'°7 Senator Edge offered two amendments 198 
to the proposal, one compelling the President to appoint a man- 
ufacturer on the Board and the other an official of organized 
labor. If it were desirable to have the farmers represented it 
would be just as logical, or illogical, to have labor and industry 
represented. 

In the House discussions Mr. Swing declared that the Reserve 
System had deliberately deflated the farmer.1? 


Mr. Chairman and gentlemen of the committee, this proposal to 
add an additional member to the Federal Reserve Board is here 
because there is an urgent need that agriculture and its interests 
be heard by this board. 

I cannot understand how men can continue to deny that the de- 
flation policy adopted by the Federal Reserve Board was not de- 
liberately aimed at the farmers of this country. I was present at 
a meeting of the bankers of southern California, held at El Centro, 
196 Congressional Record, 1922, p. 1260, 

197 Ibid., p. 522. 
198 Ibid., p. 525. 
Rep. London introduced a similar resolution in the H 


Record, 67th Cong., 2d Session, p. 7520), 
199 [bid., p. 7517. 


ouse (Congressional 
The vote was, 21 ayes and 47 noes, 
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in my district, in the middle of November, 1920, when W. A. Day, 
then deputy governor of the Federal Reserve Bank of San Fran- 
cisco, spoke for the Federal reserve bank, and delivered the message 
which he said he was sent there to deliver. He told the bankers 
there assembled that they were not to loan to any farmer any 
money for the purpose of enabling the farmer to hold any of his 
crops beyond harvest time. If they did he said the Federal re- 
serve bank would refuse to rediscount a single piece of paper taken 
on such a transaction. He declared that all the farmers should 
sell all of their crops at harvest time unless they had money of their 
own to finance them, as the Federal reserve bank would do nothing 
toward helping the farmers hold back any part of their crop, no 
matter what the condition of the market. 


This bill has established a dangerous precedent. We may 
expect to see other classes in the community, as they gain in 
political power, demand representation on the Reserve Board. 

Amendments Permitting the Discounting of Paper of 
Longer Maturities. Many of the bills offered through this 
period would permit the Reserve Banks to discount paper having 
its origin in agricultural and live-stock transactions of longer 
maturities.2°° Governor Harding was decidedly opposed to all 
such measures. While appearing before the House Committee 
on Banking and Currency his opinion regarding the advisabil- 
ity of increasing the maturity limit on agricultural paper from 
six to nine months was sought. He replied: 


We [the Reserve Board] have discussed that and we feel that 
would be inadvisable. In the first place, there is nothing in the 
law to prevent the renewal of six months paper. If six months 
is not long enough let them renew for three months, but this thing 
was all thoroughly considered at the time the act was originally 
drafted. It is a commercial banking proposition, and you must 
recollect, after all, that all these banks have demand obligations to 
their depositors. There has not been much said about the bank 
depositor in the last year or two and yet he has got to be considered; 
and if you extended the time on notes which are eligible for dis- 
count at the Federal reserve bank to nine months, somebody will 
say, “Why not make it a year?’ And the first thing you know 


200 An amendment offered by Senator Smith permitting the Reserve Banks 
to discount twelve months paper was rejected in the Senate by only three 
votes. The vote was 33 yeas, 36 noes, and 37 not voting. (Congressional 
Record, Unbound Edition, Vol. 64, p. 2937.) 
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they will want two years in order to take care of the breeding of 
eattle which ought to be taken care of; but I do not think that is the 
way to do it. If you open the doors you will let.in building 
operations and everything of that kind, and get the Federal reserve 
system so waterlogged that it would not be of any use to 
anybody.*°" 

Governor Harding was quite correct in his assertion that the 
Reserve Banks should not be employed to take care of the long- 
term needs of the country. If necessary separate, and distinct 
banking institutions should be devised to meet these requirements. 


Nearly a year and a half after Governor Harding had made this * 


statement acting-Governor Platt of the Reserve Board urged 
that the Act be amended permitting the discounting of nine 
months’ agricultural paper. As a justification for his stand he 
declared that changes in marketing practices warranted the dis- 
counting of paper of longer maturity. He also ventured the 
prediction that such a provision would likely have little effect 
upon the average maturity of paper discounted by the System.?°2 
Even though the actual effect might be very slight the danger 
lies in the precedent established. 

The Agricultural Credits Act. The desire on the part of 
various factions to amend the Act culminated in the passage of 
the Agricultural Credits Act, approved on the 4th of March, 
1923. While possessing good features the bill is reflective of 
great haste. Its provisions were doubtless thrown together at 
the last moment and railroaded as it were through Congress. 
Sufficient thought and careful deliberation were lacking. It 
amended the Reserve Act in the following particulars : 2% 


1) With the purpose in view of increasing the membership in the 
Reserve System one provision would permit state banks and trust 
companies to join provided that their paid-up and unimpaired cap- 
ital amounted to but 60% of the amount sufficient to entitle such a 
bank to become a member of the national banking association in 
the place in which it happened to be situated. In such cases, 
however, the state bank or trust company had to increase its capital 
each year by an amount to be determined by the Board, but to be 
not less than 20% of its net earnings.2° 

pes A dps to Abolish Office of the Comptroller of the Currency, etc., 

p. 27. 


202 The Commercial and Financial Chronicle, Dec. 23, 1922, p. 2744, 
203 For full text of these amendments see Chapter Three. 
204 Tt was estimated that the passage of this amendment would increase 
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As we have so frequently indicated it is not desirable to have 
all banks as members of the System. Only those whose business 
is of a commercial character should be allowed to become mem- 
bers for, to the extent that banks with predominantly investment 
characteristics join, the liquidity of the Reserve Banks will be- 
come impaired. 

2) The Reserve Banks were permitted to discount or purchase 
demand drafts endorsed by a member bank and secured by readily 
marketable agricultural products. Such bills might be held by the 
Reserve Banks for periods not exceeding ninety days. 

3) Notes, drafts and bills of exchange issued by factors making 
advances exclusively to producers of staple agricultural products in 
their raw state were made eligible for discount. 

4) Acceptances collateralled by warehouse receipts securing title 
to readily marketable agricultural products were permitted to be 
discounted by the Reserve Banks if having a maturity of six months. 
5) The Reserve Banks were permitted to discount notes, drafts 
and bills of exchange arising from agricultural transactions or 
based on live stock, having a maturity not exceeding nine months 
at time of discount. The notes, drafts and bills of exchange of 
cooperative marketing associations were to be deemed as having 
been issued for agricultural purposes. 

6) A Reserve Bank might rediscount notes, drafts and bills for 
any Federal Intermediate Credit Bank excepting those which 
bore the endorsement of non-member state banks which were eligi- 
ble for membership. 

7) A Reserve Bank was permitted to buy and sell debentures 
and other such obligations issued by a Federal Intermediate Credit 
Bank or by a National Agricultural Credit Corporation. 

8) Whenever the Board declares that the public interest so de- 
mands the Reserve Banks are permitted to purchase and sell in the 
open market acceptances of the Federal Intermediate Credit Banks 
and of National Agricultural Credit Corporations. 

9) A joint Congressional Committee to be composed of three 
members of the Banking and Currency Committee of the Senate 
to be appointed by the President of the Senate and five members of 
the Banking and Currency Committee of the House to be appointed 
by the Speaker of the House, was provided for to inquire into the 


the number of state banks eligible to join by 3830. Before its passage, 1595 
state banks belonged to the System, and 9640 were eligible for membership 
on the basis of their capital. Even with the passage of the amendment, 
5829 state banks would not be eligible. (Congressional Record, Vol. 62, pp. 


9742-9743.) 
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effects of the present limited membership of state banks and trust 
companies upon financial conditions in agricultural sections and the 
reason accounting for the failure of state banks eligible for mem- 
bership to join. 


The changes brought about will avail the farmer but little. 
Foreign markets for his products can not be created by providing 
additional credit facilities for him in the United States. 

Recrudescence of Inflation. In January of 1922 the whole- 
sale price index prepared by the United States Bureau of Labor 
Statistics fell to 138, its low point. For seven months previous 
to that time it had hovered around 140, 141 and 142. By Feb- 
ruary 1922, it advanced to 141 and thereafter it increased from 
one to five points a month until it reached 159 in March of 
1923.2°°) From January of 1922 to March of 1923, an interval of 
fifteen months, prices rose from 138 to 159, an increase of 15%. 

This rapid rise in prices, resulting mainly from continuing 
imports of gold, led many to fear the dangers of another period 
of inflation as severe indeed as was the rise in prices through 
110.490 

Through 1922 and the first five months of 1923 total net im- 
ports of gold amounted to 329 millions of dollars. These 
imports permitted member banks to expand 2°7 without at the 
same time being forced to increase their rediscounts with the Re- 
serve Banks. In fact, according to the Bulletin it was not until 
May 1928, that the expansion of credit at member banks 
reached a point beyond which they would be forced to rediscount 
at the Reserve Banks.*°* The situation was quite analogous to 
the period immediately preceding America’s entrance into the 
world war. At first member banks expanded through increasing 
their investments. Later they disposed of their security hold- 
ings that their loans and discounts might expand. 


205 As prices rose more rapidly in America than England ound sterli 
appreciated through this period. The dollar Seprecatey, (See Monthly 
Review, London Joint City and Midland Bank, Limited, April 30, 1923, p. 3.) 

206 See the monthly bulletin issued by the National City Bank; March 
1922, p. 15; Octaber, 1922, p. 10; January, 1923, p. 9; April, 1923, p. 61” 
rae ee heel elt of the in September of 1922 the Federal Advisory 

ouncil declare at no inflation was at hand. i 
the Federal Reserve Board, p. 412.) a ee bai 

207 Sir George Paish expressed the idea that banks had not 
rapidly enough. (The New York Times, October 25, 1922, p- 21.) Gf 
to the extent that, by reason of the expansion of credit, prices rose in 


America faster than in England, pound sterlin i 
208 Federal.Reserve Bulletin, 1933" p. 543. Se Wouicheabeterlates 
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The growth in the investments of the reporting member banks 
resulted mainly from increased purchases of United States Gov- 
ernment securities. 
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The total investments of the reporting member banks increased 
then by 1100 millions of dollars from January 25, 1922, up to 
March 28, 1923. Of this increase 1050 millions are represented 
by purchases of U. S. securities. The loans and discounts of the 
reporting member banks declined during the first half of 1922, 
reaching a low point on August 30, and did not begin to increase 
until September. By May 29-30, 1923, the loans and discounts 
had increased over their low point by more than 1100 millions 


of dollars. ; ; 
Action of System during Rise in Prices. ‘The System did 


209 Ninth Annual Report of the Federal Reserve Board, pp. 169-170. 
Federal Reserve Bulletin, 1923, pp. 117, 384, 634, 845. For a discussion of 
the factors promoting this increase in investments, see dnnual Report of 


the Federal Reserve Bank of New York, 1922, p. 8. 
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little to check the upward rise in prices. Indeed, its actions 
were such as to accelerate it. Nothing so illustrates the lack 
of definite credit and discount policies on the part of the Reserve 
Banks as their actions through this period. Through 1922 the 
Bank rate at all but one (Philadelphia) of the Reserve Banks 
was lowered at least once and in the case of three Reserve Banks 
it was lowered twice.?!° On the 22d of June the Bank rate in 
New York was lowered from 444% to 4%, though prices had 
risen by twelve points since January. Even surpassing this in 
fatuity was the fact that the Reserve Banks vigorously increased 
their open-market operations. -On January 31, 1922, their 
holdings of purchased bills amounted to seventy-five millions and 
United States securities to 914 millions of dollars. By the end of 
the year their holdings of the former totalled 272 millions and of 
the latter 436 millions.24" They went into the open market at 
precisely the wrong time,”? at a time when member banks were 
possessed of sufficient funds and were themselves purchasing United 
States securities heavily. Not only that, but the Reserve Banks, 
through the first part of this secondary period of inflation, clung 
tenaciously to their stock of gold, paying out gold and gold certifi- 
cates only when specifically demanded. The Federal Advisory 
Council had on two occasions recommended that the System follow 
this policy.*"* Even the Treasury Department had held this view 
early in 1920,?1* but later seemed to have abandoned it. Event- 
ually, about August 1922, in response to pressure of some sort, 
the Regional Banks did begin to circulate their holdings of gold 
certificates. During December, acting-Governor Platt of the 
Reserve Board informed the country that the System invited a 
revival of the practice of giving gold coins as Christmas gifise* 
From August 1, 1922, to June 1, 1923, the amount of gold cer- 


10 The Reserve Banks might justify this on the ground that production 
was increasing and that therefore conditions were basically sound. It is 
true that production was increasing, but with prices rising Bank rates should 
have been raised to conserve the period of prosperity. For indices of pro- 
duction and credit, see Monthly Review, Federal Reserve Bank of New York, 
May, 1923, p. 8. 5 

11 This actign the Reserve Banks might justify on the ground that it 
was necessary to earn their expenses. With their large surplus funds this 
argument is not tenable. 

212 The Federal Advisory Council was of the opinion that the Reserve 
Banks should not purchase government securities heavily. (Ninth Annual 
Report of the Federal Reserve Board, p. 410.) 

218 Highth Annual Report of the Federal Reserve Board, p. 687. Ninth 
‘Annual Report of the Federal Reserve Board, p. 407, 

214 Federal Reserve Bulletin, 1920, p. 454, 

215 The New York Times, December 2, 1922, 
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_- tificates in circulation increased from 172 millions of dollars to 
339 millions.**° The “yellow-backs” once again came into more 
or less general use. It should become a part of the credit 
policies of the Reserve Banks to circulate gold and gold certifi- 
cates and to cease issuing Reserve notes during an upward move- 
ment in prices, mainly because this policy will cause the reserve 
percentage to decline more precipitously than the issuing of Re- 
serve notes,*' and will consequently impress upon the business 
community the need for restraint.?!° 

- It was not until February 23, 1923, that the Federal Reserve 
Bank of New York took its first step to combat the rise in prices 
by raising its discount rate from 4% to 414%.21® That the 
inflationary movement was checked and that prices did not con- 
tinue upward was not due so much to the policies of the Reserve 
Banks as it was to the good sense of the business community. 
They had not forgotten the consequences following the rapid 
rise of prices through 1919. They had no desire to pass 
through another such serious depression. Consequently they ex- 
ercised restraint. 


SUMMARY 


The post-war period was particularly trying for the Reserve 
Banks. In the first part they were compelled by the Treasury 
Department to continue those inflationary policies adopted dur- 
ing the war. It was then that they were hailed as the saviors of 
America without which public and private finance would come to 
a standstill. This was the heyday of their popularity. Fol- 
lowing this period America was plunged into one of the most 
serious business depressions in her history. In many quarters 
the System loomed up as cause of the hard times and as a hid- 
eous monster sucking the life blood of the American people. In 


216 Federal Reserve Bulletin, 1922, p. 11388; and 1923, p. 854. 

217 Such a policy would also counteract the innate tendency of the Reserve 
notes to expand. See Hawtrey, Monetary Reconstruction, p. 118. 

218 A proposal to revive the old commodity rates was fortunately_ opposed 
by the System. (Ninth Annual Report of the Federal Reserve Board, p. 
411.) It was opposed by all but one of the Reserve Banks. See Jowrnal 
of Commerce, (New York), August 22, 1922, p. 11. 

219 This action did have considerable psychological effect. See New York 
Evening Post, February 24, 1923, Section ‘Two, p. 1. Editorially the Jour- 
nal of Commerce (New York) declares this rise was insufficient and too 
long delayed, (February 28, 1923, p. 8). There was strong political pressure 
for low rates. Politicians pointed to the Bank of England’s 3 per cent rate 
and asserted the Bank rate in America should be reduced to that figure. It 
was not mentioned that the two rates are not comparable. 
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consequence of this feeling, the activities of the Reserve Banks 
were investigated from alpha to omega by the Joint Commission 
of Agricultural Inquiry. The result was its complete exonera- 
tion from the charges raised by the ardent agriculturalists. All 
danger, however, that the Reserve Act may be seriously dam- 
aged by Congressional action has not passed. Scarcely a day 
passes without some well-meaning but uninformed Senator spon- 
soring damaging proposals. To paraphrase a famous statement, 
the price of a good banking system is eternal vigilance. 

The critics quite overlooked the good wrought by the System 
through the deflation period. It was the first serious depression 
since the Civil War which was unaccompanied by a panic. The 
absence of a panic and of a large number of bank failures 22° ex- 
hibited as nothing-else could the staying power and strength of 
our renovated banking system. 

One of the chief criticisms of the System in the deflation period 
lies in the contradictory attitude of the Board on matters of 
theory. They reversed their stand at least twice as regards the 
efficacy of the Bank rate. The Bulletin wavered and vacillated 
and in general seemed to follow the tide in order to appease 
popular wrath. The sound administration of a reserve banking 
system is impossible unless based on theories which are at once 
definite and clear. 

In addition to the lack of well-defined theories, other criticisms 
of the policies of the System through this period are: 


1) The maintenance of the Bank rate below the market. 

2) Permitting the borrowing Reserve Banks through 1920 to 
maintain lower Bank rates than the lending Reserve Banks, 

3) The rapid reductions in the Bank rate through 1921. 

4) The delay in raising the Bank rates during the secondary period 
of inflation. 

5) The establishment of uniform rates for all discounts and ad- 
vances irrespective of the maturity and nature of the underlying 
transaction. 
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Year State and Private National 
(Fiscal) Institutions Banks 
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Annual Report of the Comptroller of the Currency, 1922, p. 944, 
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6) The lack of any policy on the part of the Board towards inter- 
district rediscounting. 

7) The reluctance on the part of the Reserve Banks to pay out 
gold and gold certificates during 1922. 


8) The expansion of oper-market operations through 1922 and 
1923.24 


221 In the Federal Reserve Bulletin for January 1924 (pp. 3-4) the Board 
editorially had the following to say regarding its open-market policies : 

At the Federal Reserve Banks discounts increased rapidly during the 
year [1923], but there was a corresponding decline in open market hold- 
ings, with the result that total earning assets remained relatively stable. 
In fact, as shown by the chart, relative stability in the total volume, with 
changes in the composition, has been the principal characteristic of Federal 
Reserve Bank assets during the past two years. During these two years 
the country steadily used from $1,000,000,000 to $1,200,000,000 of Reserve 
Bank credit. 


Federal Reserve credit policy during the year has been reflected chiefly 
in open market operations. As the aggregate demand of the country 
for Reserve Bank credit may be met either through rediscount or open 
market operations, the Federal Reserve Board felt. that these two methods 
ot extending credit should be brought into harmony. The Board, there- 
fore, in April 1923, appointed a committee of officers of Reserve Banks 
to act in conjunction with the Board in effecting a more complete co- 
ordination of all open market operations of the Reserve Banks, both on 
their own account and in the execution of orders in Government securities 
for the Treasury as fiscal agents of the Government. 

At the time the committee was appointed, the Federal Reserve Board 
adopted the principle: 

“That the time, manner, character, and volume of open market. invest- 
ments purchased by the Federal Reserve Banks be governed with primary 
regard to the accommodation of commerce and business and to the effect 
of such purchases or sales on the general credit situation.” 

As the Act provides that discount rates shall be fixed “with a view of 
accommodating commerce and business,” the adoption of this principle 
definitely established open market policies on the same basis as discount 
policies. Open market operations provide a cushion of credit between 
the direct borrowings of member banks and the money market, and have 
facillitated the flow of credit into and out of the Reserve Banks, in such 
a way as to exercise a steadying influence in the market and to reduce 
the tendency toward periodical tightness of money formerly felt by busi- 
ness in the spring and by agriculture in the autumn. Indeed, open market 
‘operations, particularly sales of securities, have proved to be a valuable 
adjunct to discount policy. The minor influence which sales of securities 
by Reserve Banks exert may, at times, avoid the necessity for resorting 
to the major influence of a change in discount rates. 


While it is not entirely clear from a reading of the above what the 
open-market policies of the System are, it would appear that they are so 
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9) Permitting the continued misuse of the acceptance. 
10) The lack of a definite policy toward the gold accretions. 


While it is the proper thing to remind critics of the famous 
maxim, La critique est facile mais Vart est difficile, and that 
foresight is much more difficult than hindsight, criticism which 
aims to be constructive in its nature and offered in a purely un- 
impassioned manner has its merits. The Reserve System will 
in future years come face to face with problems similar to those 
it has confronted in the past. A willingness to profit from the 
errors of the past may enable her administrators to avoid stum- 
bling into the same pitfalls. 


framed as to keep the earning assets of the Reserve Banks at a fairly 
constant figure. In other words if discounts increase, the Regional Banks 
would presumably purchase proportionately less in the open market. In 
these pages the author has endeavored to indicate that the open-market 
policies adopted by the System should be such as to mnitigate fluctuations 
in the price cycle, i.e., if prices are rising, open-market purchases should 
be greatly curtailed if not stopped entirely. Purchases in the open-market 
then should fluctuate inversely to fluctuations in prices and not necessarily 
inversely to fluctuations in discounts. 
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CHAPTER IX 


RETROSPECT AND PROSPECT 
RETROSPECT 


Perhaps no other central reserve holding bank has passed 
through such a variety of experiences in its early years as has 
the Federal Reserve System. It will be remembered that before the 
several Banks were formally opened to the public the newly consti- 
tuted Board was faced with a suspension of international trade, 
with a crisis accompanied by a breakdown of the foreign exchanges 
and a demoralization of the cotton markets, and with an emer- 
gency which required the issuance of several hundreds of millions 
of dollars of Aldrich-Vreeland currency. After that flurry had 
passed the System had a comparatively peaceful existence for two 
years. The entrance of America into the war once again forced 
it into the limelight in the very important réle of fiscal agent to 
the Government. Nor did the Armistice bring a cessation to its 
activities, for war costs did not decline but continued to mount for 
another year. When the government’s financial needs began 
to subside, America was plunged headlong into one of the most 
serious depressions ever experienced if its severity be measured 
by the decline in the production of basic commodities. The 
System, which during the war had been regarded as the financial 
savior of the country, was attacked in export houses, among 
farmers, in factories and in Congress as the cause of this de- 
pression. Enemies rose on every hand, threatening its very 
structure. From the second half of 1921 the improvement has 
been fairly steady in industrial and commercial fields so that, 
aside from the criticisms of ardent agriculturalists, the past year 
- and a half has been rather a calm one for the Reserve Banks. 
This, therefore, is a peculiarly opportune time to evaluate the 
policies of the System. 

A Discount Policy Has Not Been Developed. Harsh 
though the verdict may seem, at no time during these years may the 
System be said to have had a discount policy. For this, however, 
we must not hold the Reserve Banks entirely responsible. The 


Treasury Department, in forcing them to conform to its notions 
509 


510 RETROSPECT AND PROSPECT 


of war finance, is blameworthy to a very considerable extent. We 
must also remember that the System is young and that its officials 
are not steeped in the traditions of central banking as are those 
of the central banks in Europe. Though all this be true the 
officials of the System are to blame in so far as they failed to 
profit by European experience, and in so far as they did not 
develop a discount policy when they were masters of their own 
operations. Not only has the System developed no discount 
policy, but in matters of theory, such as the relationship between 
money and credit on the one hand and prices on the other, and as 
regards the efficacy of the Bank rate, the Reserve Board has been 
most inconsistent and opportunistic.' It has frequently reversed 
its stand, not because the course of events demonstrated any error 
in its original position, but because of changes occurring in 
popular sentiment. 

It is of paramount importance that the System take its bearings 
and decide what course it must follow. A decision must be 
reached regarding the relationship between the Bank rates and the 
market. Before America entered the war the Bank rates ruled 
above the market; since then they have been below. The con- 
sensus of opinion among students of the subject here and abroad 
is that the Bank rate should rule higher than the market on each 
of the several types of paper discounted by the System.. The 
regulations and decisions of the Board regarding the eligibility of 
paper should be thoroughly canvassed in an effort to determine 
whether any laxity has crept in which would promote inflation. 
Further, the Regional Banks should through conferences adopt a 
uniform open-market policy, deciding among themselves when 
they will extend and when curtail their open-market operations. 
Means should be taken to prevent the abuse of the acceptance and 
to promote a healthy discount market. A decision should be 
reached immediately regarding the attitude to be taken towards 
the present enormous gold reserves and towards future gold ac- 
ceretions. Should expansion be permitted upon these or should the 
Reserve Banks regard themselves as trustees of this gold and 
refuse to allow it to be used as the basis for credit inflation? 
The development of discount policies presupposes that they adopt 
a consistent attitude toward inter-district borrowing, deciding 
when and under what conditions it is to be allowed. Then also 
they must decide whether Bank rates are to vary from district 


1In all fairness it might be stated that the inconsistencies in the Board’s 
position may be due in part to frequent changes in personnel. 
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to district or to be uniform, as they are at the present time, over 
the country. The question whether Bank rates should be uniform 
within a single district on all eligible paper or should vary with 
the type and maturity of paper is one whch pressingly demands 
attention. ‘The Reserve Banks should face all these problems in a 
courageous manner and should attempt their solution in a scienti- 
fic spirit, uninfluenced by political considerations. 

Suggestions Offered to Improve the System. It is mainly 
because the System has not developed a discount policy that 
various suggestions have been offered by students of the subject 
which would assist the Regional Banks in controlling credit. 
Some of these are in the form of amendments to the Act, others as 
practices to be recommended to the System. Many have for their 
purpose the substitution of mechanical for human control in the 
discount policies of the Reserve Banks. This it will be remembered 
was the goal, of the Peel Act. It was thought by its sponsors that 
through the passage of that Act expansion of credit could be pre- 
vented by arbitrary limits placed on note issues, irrespective of 
the loan policy of the Bank of England. As demonstrated in a 
spectacular fashion in the crisis of 1847 this was found to be im- 
possible. Although it is true that the human equation can not be 
eliminated in central banking, it is desirable nevertheless that cer- 
tain changes be made in the Reserve Act, changes which would re- 
duce the potentialities of inflation and which would strengthen the 
hands of the officials of the System in their efforts to control 
eredit and prices. Certain of the suggestions which follow were 
offered in previous chapters. The remainder have had their 
origins elsewhere. 


1) Reserves of Member Banks. It would greatly simplify re- 
serve requirements in America if all member banks were required to 
hold a reserve of 10% against demand deposits and 3% against 
time. In order to lessen the inflationary potentialities of the pres- 
ent provisions of the Act, one-half of this reserve should be held 
as a deposit account with the Reserve Banks and one-half should be 
held in the form of gold or gold certificates in the vaults of the 
member banks. In case it were not deemed expedient to adopt this 
plan of requiring the same reserve of all member banks and in 
case it were thought advisable to retain the present classification 
of central reserve cities, reserve cities, and country towns; then the 
Board should make a careful reclassification of all towns in America. 
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There are many places which are listed as country towns, such as 
Newark, N. J., New Haven, Conn., Scranton, Pa., which obviously 
should be promoted to the reserve city classification. Either the 
same reserve (10%) should be required of all member banks or the 
towns of the United States should be rated with some regard to their 
economic importance. The former perhaps would be the better 
course to follow, for the distinctions between central reserve, re- 
serve cities and country towns are no longer so clearly marked as 
before the passage of the Reserve Act. 


2) Acceptances. ‘The provisions in the Act permitting member 
banks to accept domestic bills of exchange should be repealed. 
The abuses which have crept into the use of domestic acceptances 
and the fact that there is little need for them necessitate this. 


3) Commercial Paper. The Act should be amended to permit 
the Reserve Banks to purchase promissory notes. To give them 
such permission would greatly enhance their power in the open mar- 
ket, as well*as their ability to control credit fluctuations. 


4) Progressive Rates of Discount. During a time when credit 
is expanding rapidly and prices are rising, the reenactment of the 
Phelan Act would give the Reserve Banks a peculiarly effective 
weapon in combating inflationary tendencies. It would simplify the 
administration of the Act if there were but three gradations, the 
basic rate, with the other rates ruling perhaps 2% and 4% above 
this. In some districts a fourth gradation, 6% above the basic 
rate, might be required to check credit expansion. 


5) Forbidding the Issuance of Reserve Notes Against Paper 
Secured by Government Obligations. The enactment of such a pro- 
vision would of course allow the issuance of Reserve notes only 
against commercial paper, acceptances and gold. During the war 
and the post-war period Reserve notes to a considerable extent were 
secured by paper collateralled by government obligations. The 
ability to issue Reserve notes in this manner promoted the inflation 
.which occurred and made them less responsive to business needs. 


6) Reserves. It has been suggested by several writers that 
the Regional Banks be required to maintain the same reserve (in 
gold and gold certificates) against both their note and deposit liabili- 
ties, and that this reserve should amount to 50%. This suggestion 
has been offered because of the dangerous tendency in American 
banking for the minimum reserves to become the actual reserves. 


? This is discussed in greater detail in earlier Chapters. 
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Since the reserves of the Regional Banks are now greatly in excess 
of this amount, this would be an opportune time to adopt the change. 
This requirement would not be excessive, for before the war central 
banks in Europe ordinarily kept a reserve against their liabilities 
much greater than 50 per cent. 


7) Penalties. The Act should be changed so that the penalties 
imposed against deficiencies in reserves against Reserve notes 
would be the same as those levied against deficiencies in reserves 
against deposits. Furthermore the penalties imposed on the smaller 
deficiencies should be increased. At the present time they are woe- 
fully inadequate.* 


8) The Board. Mr. Paul Warburg has made the suggestion 
that the Governor and vice-Governor of the Federal Reserve Board 
be elected by its members, that the Governor be the Chairman, that 
an additional member be added to assume the duties of the Comp- 
troller of the Currency and that the Assistant Secretary of the 
Treasury rather than the Secretary be the ex-officio member. The 
last suggestion was offered because of the inability of the Secretary 
of the Treasury, with his multitudinous duties, to attend properly 
to the business of the Board. ‘The first two of these suggestions, 
are timely and should be adopted.* 


9) Loans. John Skelton Williams, a former Comptroller of 
the Currency, has made the suggestion that the Reserve Banks 
be permitted to loan on notes secured by bonds and stocks other 
than those issued by the Government. With this we can not agree, 
for the inflationary possibilities of the change would be too great 
and the ease with which the funds of the System could be diverted 
to stock exchange speculation would be greatly increased.° 


10) Rediscounts of Members. When Mr. Crissinger was 
Comptroller of the Currency he made the suggestion that member 
banks be limited in their rediscounting with the Reserve Banks to 
some ratio of their own capital and surplus.° He felt that this 
would be an insurance against undue inflation on the part of the 
banking community. While it is desirable that banks should keep 
their rediscount operations as low as possible and should repay their 


3For recommendations of Federal Advisory Council on this point, see, 
Highth Annual Report of the Federal Reserve Board, p. 689. 
4 Political Pressure and the Future of the Federal Reserve System, pp. 
~ Ti-72. 
SiHearing before the Joént Commission of Agricultural Inquiry, Part 13, 
64. 


eAniea Report of the Comptroller of the Currency, 1921, p. 3. 
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borrowings promptly, the chief danger inherent in any such plan as 
the above is its mechanistic features which are apt to impair the 
efficient operation of the banking system under certain conditions 
as for instance during a crisis. 


11) The Reserve. Mr. A. C. Miller, a member of the Board, 
has offered a plan which he feels would make the reserve ratio a 
better guide to credit policy: He would reapportion the existing 
gold holdings between the note and deposit reserve. Against the 
deposits as of the date when the system is inaugurated a reserve of 
45% would be allocated, while the remainder of the gold reserve 
would be set aside as the reserve against Federal Resérve notes. 
The reserve allocated to the deposit liability would become the 
working reserve of the System. Fresh accretions of gold would 
be transferred to the note reserve and withdrawals of gold would 
be taken from the note reserve and commercial paper substituted. 
The deposit reserve would be fairly constant in amount while 
the note resérve would fluctuate with international gold flows. 
While the deposit reserve would be fairly constant-in amount its 
proportion to deposits would constantly fluctuate, since any expan- 
sion in the loan account of the Reserve Banks would be reflected 
in a lower reserve percentage. This, according to Dr. Miller, 
would give the deposit reserve a new meaning.’ His plan of course 
closely resembles the administration of the Bank of England. 
To possess force Dr. Miller’s suggestion ° would have to be in- 
corporated in the Reserve Act. By making the reserve against de- 
posits sensitive the plan possesses some value in that the Reserve 
Banks would be forced to raise their rates of discount should a slight 
expansion occur. The amount of gold allotted to deposits would 
of course have to be altered from time to time in order to provide 
for the secular growth in the deposit currency of the nation. In 
inserting the new item “Gold held exclusively against Federal Re- 
serve notes” in its weekly press statement showing the condition of 
the Reserve Banks, the Board has to a certain extent adopted Mr. 
Miller’s suggestion. If the gold imports continue to flow to the 
United States in large amounts, the time may come when it would 
be wise for the Government by the enactment of a statute to forbid 
the further influx of gold. During the Great War Sweden enacted 


7 Federal Reserve Policy, pp. 204-205. 
8 His suggestions are somewhat similar to those made by Bullock, Sprague 
and Donham (Federal Reserve Bank Policy; The Need of a Definite State- 


ment) that the Reserve Banks should treat the present reserve of 75% as 


if it were really a reserve of 50% by reason of the possibili is- 
tribution of the world’s gold supply. y piper ipe a 3S 
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such an act, passed on the 8th of February, 1916. At the present 
time gold is the cheapest means the European nations have of 
liquidating their indebtednesses to the United States by reason of 
our high duties on commodity imports. It would have been much 
better for the American people through 1923 had commodities in- 
stead of gold to the value of two hundred and ninety four millions 
of dollars been received. 


12) Stabilization of Prices. Mr. Carl Snyder, of the Federal 
Reserve Bank of New York, has suggested changes in the Reserve 
Act and American currency laws, which he feels would automatically 
prevent inflation and yet be free from all political interference. 
Briefly summarized his suggestions are as follows: 

a) Make all paper currency legal tender and the sole money 

for bank reserves. 

b) Put all the gold now in the Treasury and in the Federal 

Reserve Banks in a common redemption fund which would be 

used to redeem the paper money of the country and to meet ex- 

port demands. The provisions in the Reserve Act regarding 
the gold reserves against Reserve notes and deposits would be re- 
pealed. 

c) The paper money in circulation would be controlled by an 

index number of prices checked by indices of employment and 

production. 

d) The Reserve Banks would be forced to alter their Bank 

rate and security holdings by definite amounts for changes of 

a certain percentage in the price level. 

e) In case gold exports should take place or currency should 

be presented for redemption the Reserve Banks would be =vex 

quired to increase their holdings of securities by a correspond- 

ing amount.® 
The first three suggestions when worked out in detail would involve 
quite far-reaching changes in the structure of the American mone- 
tary system and it is open to doubt whether such changes are de- 
sirable. It is eminently sound, however, that the Reserve Banks 
should adjust their Bank rates and open-market operations to 
changes in the price level. 

13) The Discount Market. Mr. Paul Warburg has offered 
other suggestions which have to do chiefly with the development 


of a discount market: 
a) The larger member banks should adopt the policy of in- 
vesting a fair proportion of the funds which have been released 


9 The Stabilization of Gold: A Plan, pp. 283-284. 
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through the lower reserves required under the Reserve Act, in 
bankers’ and trade acceptances and in loans on such paper to bill 
brokers. The more powerful of these banks should adopt the 
policy of not rediscounting with the System, while the others 
should discount normally only their short maturities. 
b) The smaller member banks should use their rediscount facil- 
ities unhesitatingly provided that their borrpwings should not 
exceed a reasonable limit as indicated by a safe proportion of 
their resources, provided that they do not borrow the year round 
and provided that their seasonal borrowings are liquidated at 
least once a year. 
c) To increase the use of the acceptance there should be a 
countrywide net of modern warehouses, in which agricultural 
products could be properly graded and kept. ’ 
Aside from the fact that his suggestions involve a wider use of 
the domestic acceptance than is desirable in view of the misuse to 
which it is subject, this plan also presupposes a stronger and better 
developed discount market than exists at the present time. 


14) Membership. It has been argued by many that the Re- 
serve Banks can not exercise credit control until a larger proportion 
of the banks of the country become members. Mr. John H. Rich, 
Federal Reserve Agent of the Federal Reserve Bank of Minneap- 
olis, has said: 


With two-thirds of the membership and more than one-third of 
the resources of the banks of the country outside of the system, 
it is obviously impossible to expect it to exercise any complete 
control over expansion and contraction of credit. 
The suggestion is made by advocates of this point of view that a 
strenuous campaign be waged to induce the eligible non-member 
banks to join the System. It is not necessary however that all 
banks belong to the System in order that it may exercise credit 
control nor is it desirable. To the extent that the discount policies 
of the System influence the larger city banks which habitually loan 
to smaller banks throughout the country (many of which are non- 
members) the credit policies of the non-member institutions will 
certainly be affected. To the extent that the discount policies of 
the Reserve Banks slow up the increase of Reserve notes the growth 
in the credit extensions of member and non-member institutions 
will be influenced, assuming as we have that there is a more or 
less constant ratio between the amount of money in circulation and 


10 New Y ork Evening Post, January 20, 1923, p. 6. 
11 Hxpansion and Contraction from the Federal Reserve Standpoint, p. 175. 
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bank deposits. Furthermore it is desirable that only those banks 
mainly engaged in commercial banking be members of the Reserve 
System; otherwise the assets of the Reserve Banks would partake 
of investment characteristics. 


While many of these suggestions are highly desirable and would 
facilitate the control of credit by the Reserve System others would 
go so far as to render the provisions of the Reserve Act inelastic 
and incapable of being adjusted to whatever exigencies might 

arise. 


PROSPECT 


Since we do not consider desirable, even if possible, the control 
of the Reserve Banks by rigid, mechanistic regulations, what 
factors should guide the officials in the adoption of discount and 
credit policies? Under what circumstances and for what reasons 
should the Bank rate be raised and what other methods aside 
from the Bank rate might the officials use to modify fluctua- 
tions in price cycles? 'To these topics we shall now devote our 
attention. 

Factors determining Changes in the Bank Rate. In 
Chapter II there was discussed at some length the theory of the 
Bank rate in England, Germany and France; the purposes to be 
attained in raising and lowering the official rates of discount and 
the conditions under which increases in the Bank rate might be 
expected to be effective. Before the war we found the officials of 
those institutions had quite clear notions of the factors which 
should lead to changes in the Bank rate. The economic con- 
sequences of the war, such as the suspension of gold payments, 
restrictions placed on international trade, and forced borrowings 
from central banks by Governments, have beclouded the ideas of 
many central bankers as regards the functions and purpose of 
the Bank rate and the reasons which should lead to alterations. 
Therefore, because of the new situations which have arisen we 
must discuss again the factors which should be considered in the 
raising and lowering of Bank rates with particular reference to 
American conditions. 

In recent discussions among officials of the Reserve System, 
bankers and economists, concerning this question, particular 
emphasis has been laid on the following factors: 


The size of the reserves 
The foreign exchanges 


518 RETROSPECT AND PROSPECT 


Prices 

The volume of bank loans and deposits 
Interest rates 

Business and industrial activity 

Economie and political conditions elsewhere 


The Reserve Percentage as a Determinant of the Bank 
Rate. The reserves of central banks are affected, either rela- 
tively or absolutely, by seasonal, foreign and cyclic drains. At 
the time of seasonal needs for money and credit the liabilities of 
central banks increase and their reserve percentage falls. By 
reason of exports of gold to purchase foodstuffs and raw 
materials the reserves of central banks may decline absolutely 
at certain seasons of the year. Other reasons accounting for 
foreign drains are, higher interest rates in foreign countries, 
foreign wars, financial crises abroad, currency reforms, .ete. 
Cyclic drains occur at the time of a crisis when the increase in 
the habilities of central banks is accompanied by an actual with- 
drawal of gold. 

The state of the reserves was perhaps the chief reason for 
changing the Bank rate in England before the war and was an 
important reason in Germany. In the hearings conducted abroad 
by the National Monetary Commission, the officials of the Bank 
of England testified that the Bank rate was raised with the 
object either of preventing gold from leaving the country or of 
attracting gold to the country.!2 Giffen, likewise, after a 
lengthy statistical analysis stated that there was a high inverse 
correlation between the Bank rate and the reserves.13 He dealt 
extensively with prices but felt that the connection between prices 
and the Bank rate was not nearly so evident as the connection 
between the Bank rate and the state of the reserves. MacLeod 14 
and Goschen also place great emphasis on the state of the 
reserves and of the foreign exchanges in forcing changes in the 
rate of discount. Palgrave1® came to the same conclusions: 


A study of this analysis [the relation of the reserve to the 
current rate of interest] shows the truth of the usual conclusion, 
that the rate of discount charged by the Bank of England is regu- 
lated more by the proportion of the reserve to liabilities than by 
12 Interviews, etc. p. 26. 

183 Essays in Finance, p. 72. 
14 The Theory and Practice of Banking, Vol. II, p. 346, 


15 Essays and Addresses on Economic Questions. 
16 Bank Rate and the Money Market, pp. 218-219, 
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any other consideration. That the amount of the bankers’ balances, 
and the proportion they bear to the reserve, may have a bearing 
on the rate is very probable, though the influence of this is not 
clearly marked, and cannot now be traced owing to the absence of 
information in the published returns. The movements of the foreign 
exchanges, quoted for the great European centers of business— 
Paris, Amsterdam, Hamburg, Frankfort, and, we must now add, 
Berlin, as representative of Germany—influence the Bank rate very 
greatly, because an unfavourable exchange is accompanied by an 
outflow of bullion, and hence by an immediate diminution of the 
reserve. It is well known that the Directors of the Bank, when 
fixing the rate to be charged, take the state of the foreign exchanges 
into consideration. Tihe Bank possesses still, though other power- 
ful banking institutions have grown up round it, and appear at 
first sight to overpower it, so strong an influence over our money 
market that by setting the rate of discount high enough it can 
always control the foreign exchanges, although this effect is not 
now produced so rapidly as in former years; hence the foreign 
exchanges generally appear to follow, rather than to lead, the Bank 
of England rate of discount. 


The emphasis placed upon the reserve percentage as the deter- 
minant of the Bank rate in England is not surprising in view of 
the inelasticity of her currency system, which made her reserve a 
peculiarly sensitive indicator of all credit changes. 

Older British writers have been criticised for their lack of 
emphasis upon prices and for their failure to emphasize the pos- 
sibility of price stabilization through changes in the Bank rate. 
This is a pardonable oversight in that the sensitiveness of the 
Bank’s gold reserves indicated whether prices there had diverged 
from prices in other gold standard nations and gave warning of a 
need for changes in the Bank rate. While ostensibly fluctuations 
in the Bank rate were determined by changes in the reserve per- 
centage, in the last analysis the movement of world prices was 
the controlling factor. . 

In Germany, according to statistics compiled by the Reichs- 
bank, fluctuations in the percentage of reserves were a more 
important factor prior to 1896 for bringing about changes in the 
Bank rate than they have been since. Since that time fluctua- 
tions in the reserves have played a less important réle by reason 
of the increased gold production throughout the world.** Ger- 
many of course has employed other methods for preventing foreign 


17 Lotz, p- 505. . ! | ‘ ty ey te) 
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drains, such as the use of “moral” pressure, the granting of 
interest-free advances on gold imports and the building up of a 
port folio of foreign bills. In France the Bank rate has not been 
as responsive to changes in the percentage of reserves as in Eng- 
land or in Germany. The Bank of France has protected her gold 
stock largely through the employment of the passive gold pre- 
mium policy and has maintained a very stable rate of discount. 

Should the reserve percentage of the Regional Banks be an 
important factor in determining the Bank rate in América during 
the next decade; should a high reserve be accompanied by a low 
Bank rate and vice versa? Up to the present time the Bank rate 
and the reserve percentage have in general moved in opposite 
directions, though the Bank rate was raised at the New York 
Federal Reserve Bank on February 23, 1923, in spite of a huge 
reserve. ‘The officials of the Reserve System have placed some 
emphasis on the reserve as a determinant of rate changes. Ata 
Governors’ conference held in Washington in October of 1920, 
Governor Seay said that the conservation of reserves was the 
primary object of credit control.!8 Governor Strong in testify- 
ing before the Joint Commission of Agricultural Inquiry did 
not place the same emphasis upon the state of the reserves as 
did Governor Seay but declared that it was one of the considera- 
tions for changing the rate of discount.!9 Governor Harding 
affirmed that the state of the reserves had only an indirect bear- 
ing and that there had not been any consistent relationship.?° 
The state of the reserves has been emphasized in a negative way 
by the officials of the System in that they have openly suggested, 
aside from market rates of interest, no other factors which might 
determine changes in Bank rates. 

The reserve ratio is not a good guide for the credit policies of 
the Reserve Banks at the present time for the following reasons: 


1) As a result of the amendments of June 21, 1917, practically 
the entire gold stock of the country is concentrated in the vaults 
of the Reserve Banks. An expansion of loans and discounts at 
home will not now lead to a drain of gold from the System, as 
it would have previously. 


18 J earing before the Joint Commission of Agricultural Inquiry, Part 18, 
p. 734. 

19 Tbid., p. 582. 

20 Hearing before the Joint Commission of Agricultural Inquiry, p. 415. 
On the other hand, Governor Harding in Trust Companies CXXXITI, 
November, 1921, pp. 509-513) stated that the reserve of the individual 
Reserve banks should be a determining factor in fixing the Bank rate, 
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2) The present gold stock of the country which is mainly con- 
centrated in the vaults of the Regional Banks is abnormally large. 
America is the guardian of a large part of the world’s supply of 
gold and must be in a position of readiness to meet all demands 
made on it. The stock of gold in America since 1914 has in- 
creased by over two billions. Surely at some time there will be a 
redistribution of the world’s monetary stock of gold. The reserve 
ratio at the Regional Banks should be maintained far enough above 
the legal minimum to meet the foreign withdrawals whenever they 
may occur. The excess gold reserves of the System which amount 
at the present time to approximately 1658 millions of dollars are of 
course ample to take care of all foreign drains. These high excess 
reserves should not lead officials of the System to lower rates of 
discount and permit expansion on their basis because of the con- 
stant possibility of the foreign demand. It is extremely hazardous 
to predict when Europe will begin to draw gold from America. 
The answer will depend upon: 
a) The rapidity of the economic rehabilitation of Europe, and 
particularly of France, Italy, Russia and of the nations formerly 
included in the Central Powers. Their recovery will be delayed 
by wars, revolutions, etc., and will be hastened by a peaceful 
solution of Europe’s pressing political questions. 
b) The attitude of the great powers towards the cancellation 
of the international indebtednesses. In view of the huge indebt- 
edness of the European nations, it is extremely unlikely that 
America’s balance of payments with Europe will in the near 
future become so adverse as to prompt an efflux of gold unless 
there is a tremendous upward movement in prices in the United 
States. 
3) The size of the present reserve percentage of the Regional Banks 
is not a good guide to credit policies by virtue of the fact that 
America’s gold is being used to secure the notes issued by central 
banks in other countries. By reason of this our gold reserves 
should be maintained at a high figure. 


The Federal Reserve Bank of Chicago in its monthly bulletin 
for April 1, 1923,2! explained that the inability of Europe to 
draw gold from America rendered the reserve ratio more or less 
valueless as a credit indicator. Professor Sprague writing in the 
New York Evening Post 22 has stated this in no uncertain terms: 


1 Qui in New York Times, April 9, 1923, p. 24. 
2 pela April 4, 1923, p. 8. Messrs. Hepburn and Anderson have 


stated the case similarly: “But the reserve ratio as such is not, and should 
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Amendments to the Federal Reserve act, in conjunction with dis- 
organized monetary and general economic conditions throughout 
the world, have made the reserve ratio of the reserve banks not 
merely valueless but a positively dangerous guide in the determi- 
nation of discount policies. Since June, 1917, required reserves 
of member banks have consisted entirely of balances with reserve 
banks, and consequently’ credit expansion by member banks no 
longer leads to any withdrawals of gold from the reserve banks. 
For this reason, and because other countries are in no position 
to draw appreciable amounts of gold from the United States, the 
gold holdings of the reserve banks are in no danger of being 
heavily drawn upon as a result of very considerable credit ex- 
pansion and a decided advance in the general price level. 

The defectiveness of the reserve ratio, owing to its lack of 
sensitiveness to changes in the volume of credit, is further seriously 
enhanced by reason of the extraordinary amount of the present 
reserve above statutory requirements. On the basis of these re- 
serves, which» are now in the neighborhood of 75% of liabilities for 
notes and deposits, the Federal Reserve banks could extend over 
three billions of additional credit to member banks, and upon the 
basis of this accommodation, after it had become generally diffused, 
credit to several times that amount could be granted by member 


and non-member banks. Even in the present disorganized state . 


of world finances, such inordinate inflation would be checked by 
gold exports before it had fully run its course, but this restraining 
influence would certainly not become potent until long after credit 
had been inflated and prices advanced to a point that would have 
created a most unsound and unstable business situation. 

In present circumstances, then, the management of the reserve 
banks cannot make use of the reserve ratio as a guide in the deter- 
mination of discount rates. 


At the present time the reserve ratio of the Federal Reserve 
Banks can not be relied upon to serve as a guide for discount 
rate policy. We must look elsewhere for dependable determinants 
of the Bank rate. 

The Foreign Exchanges. The foreign exchanges as de- 
terminants of the Bank rate were of considerable importance in 


not be, the controlling factor. This is particularly true in the United States 
at the present time because the reserve ratio is abnormally high, as a conse- 
quence both of the extraordinary inflow of foreign gold, and of the war-time 
policy of the Federal Reserve Bank of drawing into their reserves the great 
bulk of the gold and gold certificates which had been in general circulation.” 
The Gold and Rediscount Policy of the Federal Reserve Banks, p. 17. ' 
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England and Germany before the Great War. They were not 
given the same weight in France for there a stable rate of dis- 
count with fluctuating foreign exchanges was considered prefer- 
able to a fluctuating rate of discount with stable foreign ex- 
changes. It is not likely that the foreign exchanges will prove 
an important factor in discount rate changes in the United 
States during the next decade. The currency difficulties pre- 
vailing in the majority of European nations coupled with the 
amount of their indebtedness to America make it seem unlikely 
that the dollar will depreciate to any considerable extent un- 
less prices should rise to very high levels. Further, the permis- 
sion granted the United States in the Debt Funding Agreement, 
signed with Great Britain, to sell bonds of the British Govern- 
ment in America, England or indeed in any country of the world 
furnishes the United States with a very powerful weapon for use 
in exchange stabilization.2> The foreign exchanges should be 
‘watched by the Reserve Bank officials not because of their own 
importance but because they may be reflective of inflationary 
tendencies in the United States. When the time arrives that the 
foreign exchanges once again assume their importance in the 
determination of changes in the Bank rate in the United States, 
it would be desirable for the Reserve Banks to build up a port- 
folio of the finest bills drawn in foreign currencies, as indeed they 
are permitted to do by law, to use in helping prevent the: de- 
preciation of the dollar. 

Commodity Prices. During the next decade officials of the 
Reserve Banks must rely upon movements in general wholesale 
commodity prices as the best guide for discount rate changes. 
Knowingly or unknowingly central banks have always had to 
take cognizance of changes in the price level. Were the foreign 
exchanges depreciated, it was probably due to a rise in the prices 
of securities or commodities. Were the reserve percentage of 
central banks low, this in all probability resulted from expanding 
nate and deposit liabilities which had induced a rise in prices. 
At all times the central banker, whether he has been willing to ad- 
mit it or not, has had to adjust his credit policies to price move- 
ments. 

Not only have central bankers in the past raised or lowered 
their rates of discount, knowingly or unknowingly, with refer- 
ence to fluctuations in the general price level, but they should 


23 Monthly Review, London Joint City and Midland Bank, July—August, 
1923, pp. 4-5. 
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avowedly do so. ‘Theirs should be the task, in so far as they are 
capable, of maintaining stability in the general price level, the 
desirability of which no one in this day of enlightenment on the 
subject of economics would dare deny. Adjusting his policies in 
accordance with the movement of the general price level does not 
mean that. the central banker is endeavoring to control the rise 
or fall of the prices of individual commodities. He is not con- 
cerned with individual prices but with general prices. Nor must 
it be inferred that the central banker is omnipotent and can 
absolutely control all movements in general prices no matter what 
their origin. He can not control, if his nation be on a gold 
basis, increases in prices due to an increase in the production of 
gold, or those resulting from credit expansions on the part of 
the general banker. based on resources heretofore unemployed. 
Given freedom of action he can control a price movement which is 
based on rediscounts such as that which occurred in America 
through 1919 and 1920, for then the Bank rate will be effective, 
and he can exercise some influence over others by issuing warnings 
and opinions to the business community. 

However inconsistent the statements of the officials of the 
Reserve Banks may be on other topics, on this they are agreed, 
if we may judge from their official pronouncements, that in fix- 
ing their Bank rates they take no cognizance of the price level. 
Thus Governor Harding in testifying before the Joint Commis- 
sion of Agricultural Inquiry 24 said that it was not the func- 
tion. of the Reserve System to regulate prices either up or down. 
Governor Strong before the same Commission reiterated this 
statement that prices are of no concern to the Reserve System. 
“In other words, I do not think that the discount policies of the 
reserve bank should be determined by watching a chart or an 
index of ‘the price level . . . the rate of the reserve bank and its 
relation to prices is a reflection of conditions rather than an 
effort to create conditions.” 2> Later on Governor Strong as- 
serted that were the Reserve System managed solely with reference 
to prices it would be to convert the System “into an instrument 
for the treatment of special interests.” 2° Of course here he 
confused the question of the general price level with the problem 
of individual prices. At another point Governor Strong main- 


- iL oatsag, before the Joint Commission of Agricultural Inquiry, Part 13, 


25 [bid., p. 622. 
26 Ibid., p. 781. 
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tained that the Reserve Banks were concerned primarily with 
the control of credit.°* By controlling credit expansions and 
contractions will not central banks automatically control 
prices? The chief reason we are interested in changes in 
the amount of money and. credit is because of their effect on 
prices. This point of view (that in the determination of their 
policies they were not concerned with prices) seems to be held 
generally among the officials of the Reserve Banks ?° and is the 
only topic on which any degree of unanimity of opinion exists.?® 
So influenced was he by the statements of the officials of the Re- 
serve Banks who appeared before the Joint Commission of Ag- 
ricultural Inquiry that in a minority opinion Representative Mills 
declared that the view that the Reserve Banks may control prices 
is *‘so contrary to economic facts and to the purposes of the 
Federal reserve system, that any expression of opinion which 
seems to support it, even indirectly, should not be permitted to 
pass unchallenged.” °° Whatever may be the opinions of the 
officials of the System on this subject their policies through 1920, 
as we have seen, did influence the course of prices in America. 
More and more are economists and also practical bankers, ex- 
cluding the reserve bankers in America, coming to the opinion 
that central banks should do all in their power to promote 
stability in the price level, to control cyclic movements in prices. 
One of the first to espouse this point of view was Dr. Knut Wick- 
sell in a very acute work entitled Geldzins und Giiterpreise. 
Alfred Marshall not only states that a central bank should do this 
but feels that its task is an easier one if the nation in question 
be on an inconyertible paper standard.2* R. G. Hawtrey,°? 
W. C. Mitchell,?? John Maynard Keynes,** and Gustav Cassel *° 
in various articles stress the importance of adjusting discount 
rates to variations in the price level. The Cunliffe Committee, 
composed of some of the ablest bankers and economists of the 


27 Hearing before the Joint Commission of Agricultural Inquiry, Part 13, 
p- 714. 

28 Ibid., pp. 734-735. 

29 See, also, Harding, The Federal Reserve System as Related to Amer- 
ican Business, p. 9; Reviving the Activities of the War Finance Corporation, 
Part I, p. 52; Leffingwell, Discussion of Professor Sprague’s paper, etc. p. 35. 

30 Report of the Joint Commission of Agricultural Inquiry, Credit, p. 159. 

31 Money, Credit and Commerce, pp. 258-259. 

32 Monetary Reconstruction, Introduction and Chapter I. 

33 Prices and Reconstruction. 

34 See editorial page The New York Times, August 24, 1923. 

35 Money and Foreign Exchange after 1914, pp. 101-103. 
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British Empire, stated as a matter of course that the discount 
policy of the Bank of England was able, and should be fashioned 


so as to control price movements.*° 


Under an effective gold standard all export demands for gold 
must be freely met. A further essential condition of the restoration 
and maintenance of such a standard is therefore that some 
machinery shall exist to check foreign drains when they threaten to 
deplete the gold reserves. The recognized machinery for this 
purpose is the Bank of England discount rate. Whenever before 
the war the Bank’s reserves were being depleted, the rate of dis- 
count was raised. This, as we have already explained, by reacting 
upon the rates for money generally, acted as a check which oper- 
ated in two ways. On the one hand, raised money rates tended 
directly to attract gold to this country or to keep here gold that 
might have left. On the other hand, by lessening the demands for 
loans for business purposes, they tended to check expenditure and 
so to lower prices in this country, with the result that imports were 
discouraged and exports encouraged, and the exchanges thereby 
turned in our favour. Unless this two-fold check is kept in work- 
ing order the whole currency system will be imperilled. To main- 
tain the connection between a gold drain and a rise in the rate 
of discount is essential to the safety of the reserves. When the 
exchanges are adverse and gold is being drawn away, it is essential 
that the rate of discount in this country should be raised relatively 
to the rates ruling in other countries. Whether this will actually 
be necessary immediately after the war depends on whether prices 
in this country are then substantially higher than gold prices 
throughout the world. It seems probable that at the present 
they are on the whole higher, but if credit expansion elsewhere 
continues to be rapid, it is possible that this may eventually not 
be so. 


Professor Sprague has asserted that price movements should 
be a factor of first importance in regulating the discount policies 
of the Reserve System: *7 


A prolonged upward movement of prices’ with all its disastrous 
consequences is hardly possible without large use of the credit re- 
sources of the Reserve Banks. It would seem, therefore, that the 
effect of advancing prices on the general business situation should 


36 First Interim Report, etc., p. 6. 
37 The Efficiency of Credit, pp. 220-221. | 
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be a factor of the first importance in shaping the discount policy 
of the Reserve Banks, assuming more and more importance as a 
period of business activity continues. The management of the Re- 
serve Banks is, however, by no means inclined to this view of the 
matter. Responsible officers of the banks and also members of the 
Federal Reserve Board roundly assert that they are not concerned 
with the course of prices and that in the determination of discount 
policies the price situation is not a definite factor. 


Dr. W. F. Gephart of the First National Bank in St. Louis 
asserts that central banks would make a distinct contribution 
if they would endeavor to mitigate fluctuations in prices: °° 


There is a growing feeling on the part of students of banking 
that by means of a judicious control of credit resources, through 
the medium of the discount rate at the central bank, it is possible 
to influence effectively prices against unsound inflationary tenden- 
cies. At first thought this may appear rather far-fetched, but 
when we take into consideration the fact that hard money, and even 
paper money, is but a small portion of the actual volume of pur- 
chasing power in existence, we can appreciate the importance of 
credit control. After all the great bulk of purchasing power in 
most highly developed industrial countries is created through the 
extension of credit and this is largely dependent upon bank re- 
serves for its soundness. The limits of credit extension must be 
under the control of the central bank if it is really to be the cus- 
todian of the ultimate banking reserves of the country. The cen- 
tral bank can make a distinct contribution by preventing, through 
fluctuations in the discount rate, the volume of credit from exceed- 
ing sound proportions. While it is not pretended, and no serious 
student of this problem has maintained, either that a banking policy 
or a particular method of controlling credit reserves is a, panacep 
for industrial difficulties, or violent price fluctuations, it 1s never- 
theless true that both unsound: industrial conditions and violent 
fluctuations are invariably accompanied by over-extension of credit. 
The numerous efforts that have been made in recent years to ex- 


pand and exploit the credit resources of the country are well 


known. ‘Too many people in their desire to improve conditions have 
ces with real wealth 


confused the exploitation of credit resour 
creation. 


38 Inflation m Relation to the Bank Reserve and the Business Cycle, pP- 
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Professor Fisher feels that his plan for the stabilization of 
prices (the compensated gold dollar) would work the more ef- 
fectively if an understanding were reached with the Reserve 
Board that it was to adjust its discount policies to price move- 
ments.*” Prof. W. I. King has also voiced the same opinion.?° 
In view of the great amount of discussion *1 on this topic and the 
unanimity among disinterested experts and bankers that it is the 
function of central banks to control prices, the statements of the 
officials of the System seem archaic and hark back to the days 
before the Bullion Report. 

The Regional Banks must depend upon price fluctuations as 
the most reliable determinant of rate changes. No additional 
legislative authorization is needed to enable them to adjust their 
rates of discount in accord with price fluctuations, though to 
empower them to do so might furnish them with the necessary 
courage to fashion their policies in accord with these principles.*? 

Volume of Bank Loans and Deposits. If the increase in 
loans and deposits of commercial banks has led to no increase 
in prices but has faciliated the production and marketing of 
commodities the Bank rate need not be raised. If, however, the 
increase in bank. loans has proceeded beyond the point at which 
it will facilitate the productive and distributive process and 
where additional units of credit will simply be utilized for the 
purpose of hoarding goods and of bidding up the prices of com- 
modities, it is essential that the Bank rate be raised. Whether 
increases in credit have had such results may be tested by reference 
to price fluctuations, to the available statistics of goods held in 
storage, to trade indices, to the movement of commodities and to 
speculative movements in general. ~ 

Interest Rates. Since 1850 it has been one of the cardinal 
principles in the discount policy of the Bank of England to main- 
tain its rate above the market and to anticipate in so far as 
possible advances in market rates. Experience had taught the 
Bank that not to do so prompted speculation and inflation and 
intensified the severity of crises. Particularly was this illustrated 
in the crises of 1825, 1889 and 1847. So fixed a policy has this 


39 Stabilization of Purchasing Power of Money. Hearings before the Com- 
mittee on Banking and Currency of the House of Representatives, etc., p. 47. 

40 [bid., p. 65. 

41 See, also, letter from Irving Fisher to editor of The New York Times, 
eer 2, 1923, and monthly review of National City Bank, June 1922, 
Dag: 

#2 Such a bill has been introduced by Representative Goldsboro 


i ugh. See 
Congressional Record, Unbound Edition, Vol, 64, No, 67, p. 3942, 
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been with the Bank of England that J. A. Hobson has declared 
that the Bank rate is governed entirely by market rates of in- 
terest and that there is no connection between the Bank rate and 
reserves or between the Bank rate and prices.** 

Before America entered the war it was also the avowed policy 
of the Regional Banks to maintain their rates above those pre- 
vailing in the market. In the early part of 1917 this practice 
was abandoned and has not as yet been restored as one of the 
principles governing the discount policy of the Regional Banks. 
It is most important that rates at the Reserve Banks be main- 
tained above the market. The discount policy of the System, 
however, should not be governed entirely by fluctuations in market 
rates of interest. If the period under consideration is one in 
which prices are rising it is not enough to have the Bank rate 
above the market. The Reserve Banks should take measures to 
make it effective, i.e., should sell securities and other assets to 
force increases in the market rates. 

Business Activity. As a guide to discount policies business 
activity should be studied in connection with price movements. 
The Board in conjunction with several of the Reserve Banks has 
prepared an excellent monthly index of the production of basic 
commodities in America. If an increase in production is accom- 
panied by stationary prices, the Bank rate might remain un- 
changed or even be lowered. If, however, an increase in produc- 
tion coincides with rising prices, the Bank rate should be raised. 
In raising the Bank rate under such circumstances a central 
bank recognizes it as a duty to prevent the period of prosperity 
from degenerating into an orgy of speculation. 

Economic and Political Conditions Abroad. Ordinarily 
conditions in foreign countries do not shave to be considered 
directly by central bankers tor their effects are generally mani- 
fested through price advances, foreign exchange fluctuations, and 
gold movements. Occasionally a very sudden event such as the 
outbreak of a war may cause rapid increases in the official rates of 
discount. This was true at the outbreak of the Great War, when 
the rate of the Bank of England was forced up as high as 10%. 

Summary. Until the European nations return once more to 
a specie basis, commodity prices and interest rates in the open 
market should be the chief determinants of discount rate policy in 
the United States. Next in order of importance should come busi- 

43 Gold, Prices and Wages, Chapter 4. For a symposium on the rela- 


tionship between the Bank rate and market rates, see Trust Companies, Vol. 
XXXIII, September 1921. 
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ness activity, the volume of bank loans, the reserve percentage, 
the foreign exchanges and economic and_ political conditions 
abroad. The officials of the System should seek to stabilize so 
far as possible the present price level. For whether they admit 
it or not the fact is indisputable that their discount policy can 
and does influence the general level of prices. 

Central Banks and the Price~Cycle. Earlier writers on 
banking did not emphasize price changes as a determinant of 
discount rate policy because these changes were reflected in fluc- 
tuations in the reserves and in the foreign exchanges. Now that 
all important nations but the United States have abandoned specie 
payments the foreign exchanges and the reserve percentage have 
lost their value as indicators of discount rate policy. Recent 
writers on the Bank rate therefore have attached greater im- 
portance to price fluctuations. 

Reserve Banks and Rising Prices. Not only should the 
Bank rate be advanced as prices begin to move upwards but this 
action should be accompanied by other practices all of which are 
designed to check the rise. The other methods which should be 
- employed by a central reserve bank are: 


1) The issuance of warnings and opinions. 

2) The exertion of moral pressure. 

3) The curtailment of open-market operations. 

4) The careful scrutiny of eligible paper which involves the 
problem of acceptability rather than that of strict eligibility. 

5) The issuance of gold and gold certificates in place of bank notes. 
6) Inducing the Government to place its funds solely with it 
(the central bank). 


These other methods have to be employed for at times the 
Bank rate is not sufficient by itself to influence price movements. 
Or the Bank rate alone may be sufficient to influence price changes 
if enough time is allowed, but in many cases quick results are 
essential. 

The Bank Rate. Even though it were not the intention of 
the Reserve System to rely exclusively on the Bank rate in 
modifying price fluctuations, the rate should be raised as soon 
as it becomes apparent that prices are rising. Nor should the 
raising of the Bank rates be confined to one Reserve District. 
It should be a general policy adopted by the entire System. The 
rates as raised should also vary from district to district in accord 
with the prevalent market rates. Thus cognizance will be taken 


RETROSPECT AND PROSPECT 531 


of the economic differences existing in the several sections of the 
country. Higher rates should prevail on paper of longer 
maturities * and on paper collateralled by government obliga- 
tions. It is of particular importance in the agricultural dis- 
tricts where the maturity of the paper discounted by the System 
is longest that higher rates prevail on paper of longer maturities. 
This will serve to increase the liquidity of the Reserve Banks. 
Rates on war paper, as is true in the case of the European central 
banks, should rule higher than rates on commercial paper. Funds 
extended on the former are frequently, although of course not 
always, diverted to speculative and fixed capital purposes. Higher 
rates should be imposed on notes secured by warehouse, terminal 
or other similar receipts evidencing goods in storage. This will 
help prevent the carrying of goods for price increases. The 
following table has been inserted to show how rates might be 
fixed assuming that the basic rate on commercial paper maturing 
within fifteen days were 6%. 
Commercial and agricultural paper including acceptances and 
fifteen-day advances secured by commercial paper 
but excluding commodity paper: 


Maturity Rate 
15 days and under 6% 
16-90 64% 
91 and above 1% 


Commodity paper and all paper 
secured by government 
obligations: 7% 


It is of course assumed that the rates as given in this table 
stand above the respective market rates. 

If it: should become necessary for one Reserve Bank to borrow 
from another the following principles should apply: 


a) The Bank rates at the borrowing bank should stand above 

those at the lending institutions. 

b) The rates paid by the borrowing Reserve Bank should rule 

above its Bank rates and should be progressed with the amount of 

the borrowings. 

44 Before the Joint Commission of Agricultural Inquiry Governor Harding 
stated that it was theoretically correct to grant lower rates on paper of 


shorter maturities. (Hearing before the Joint Commission of Agricultural 
Inquiry, Part 13, p. 306), 
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The rates as fixed by a Reserve Bank should be those on paper 
offered for discount for the first time. On renewals (if the law 
will permit) a rate higher by 1% than the rates prevailing on 
paper offered for discount for the first time should be imposed. 
This rule should apply not alone to the borrowings of a member 
bank from its Reserve Bank but also to inter-Reserve Bank 
borrowing. 

The Issuance of Warnings and Opinions. Preceding, or 
along with, the rise in the Bank rate the officials of the System 
should voice their opinion of the dangers inherent in the situa- 
tion. This may have the effect of making the business community 
cautious and reluctant to borrow for the purpose of expanding 
operations. On the other hand, as was true during 1919, the 
issuance of warnings.and opinions may have no effect. 

Moral Pressure.' When the Bank rate is raised, the Reserve 
Banks should hold conferences with the member banks explaining 
to them the necessity for this action. In testifying before the 
Joint Commission of Agricultural Inquiry Governor Strong 
stated that in 1920 the Federal Reserve Bank of New York had 
sixteen conferences with the member banks to which eight hundred 
eighty-two banks were invited and four hundred ninety-six banks 
sent representatives and that during the first six months of 1921 
fourteen such conferences were held with six hundred seventy-nine 
banks invited and four hundred forty-five represented *® (exclu- 
sive of banks in the metropolitan area of New York City). Goy- 
ernor Strong explained that.at these conferences the “character 
of the talk is educational, along the lines of avoiding misuse, for 
instance, of the facilities of the Federal reserve bank, not borrow- 
ing just for profit, the dangers of expansion, and all these mat- 
ters.” In addition to the holding of conferences Governor Strong 
said that a representative from the member bank relations depart- 
ment aimed to visit every member bank once a year and that its 
influence had been considerable in preventing abuses. In 1919, 
four hundred eighty-seven banks were visited ; in 1920, one thou- 
sand ninety-three; and during the first six months of 1921, five 
hundred eleven. Should a large bank in New York City be 
borrowing excessively Governor Strong declared that the Reserve 
Bank ordinarily sent for the president or for the responsible vice- 
president to find the reason for the large and continuous borrow- 
ings. Not only should the Reserve Banks hold conferences 
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~ attended by member banks but should as well endeavor to set forth 


before the general business community the reasons necessitating 
the rise in the Bank rate. 

The Curtailment of Open-market Operations. Not only 
should the Reserve Banks on the upward sweep of the price cycle 
withdraw from participating in the open market but they should 
dispose of the assets purchased during the preceding downward 
sweep. By disposing of their purchased assets (government 
obligations, municipal warrants and acceptances) they will sweep 


-in funds from the market and will in this way help make their 


Bank rates effective. This policy was followed before the war 
by the Bank of England and the Reichsbank. Up to the present 
time the Reserve Banks have committed the error of enlarging 
their open-market operations at a time when prices were rising. 
The importance of the open-market powers of the Reserve Banks 
can not well be over-emphasized. Were it not for these the. 
effectiveness of the Bank rate would depend entirely upon the 
extent to which the member banks rediscounted. These powers 
would be greatly enhanced by permitting the Reserve Banks to 
purchase promissory notes. As the volume of good single-name 
paper is much greater than the volume of acceptances the System 
would be enabled to build up a larger portfolio of bills. This 
they were permitted to do in early drafts of the Reserve Act. 
If the Reserve Banks were granted this power, they could buy 
promissory notes heavily on the downward sweep  candsssell 
(for there is a ready market in commercial paper) as prices begin 
to advance. In the conduct of their open-market operations it 
is of the utmost importance that the twelve Reserve Banks follow 
a uniform policy. The desirability of coérdinating more closely 
their open-market operations has been recognized by the Board.** 

The Scrutiny of Commercial Paper. Governor Strong in his 
testimony before the Joint Commission of Agricultural Inquiry 
described in detail the method employed by the New York Reserve 
Bank in passing upon the applications for discounts and loans 


46Tf the law were amended to allow the Reserve Banks to purchase 
promissory notes, they should do so vigorously on the downward sweep. 
In purchasing acceptances at the present time the Reserve Banks do not 
technically enter the market, for they purchase acceptances only as offered 
by dealers. The dealers state the rates at which they are willing to 
sell and the Reserve Banks either accept or reject their offer of sale. The 
Reserve Banks will not purchase unindorsed acceptances. 

47 Federal Reserve Bulletin, May 1923, p. 548. For,a statement of the 
importance of the open-market operations of the Regional Banks, see, War- 
burg, The Federal Reserve Banks and the Open Market for Acceptances 
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of the member banks. On the application sent in by the member 
bank each note is entered separately, together with a description 
of the transaction which gave rise to it. In addition the ex- 
ecutive committee, which passes upon all loans and discounts, 
reviews the condition of the bank in question, its borrowings from 
other sources, the record of its borrowings from the Reserve Bank, 
and the fluctuations in its loans on.the New York Stock Exchange. 
The reasons for requesting the discount are inquired into, i. e., 
whether it is to build up a deficient reserve, or whether the bank 
has a debit balance at the clearing house, or whether it is for 
some other reason. This scrutiny is necessary, so Governor 
Strong asserted, because the Bank rates have ruled below the 
market. Were the opposite the case the Bank rate could of it- 
self, he declared, control the situation.4® In addition to the 
methods now employed by the Reserve Banks to scrutinize paper 
offered by member banks they should examine very carefully the 
statements of the makers of the notes, whenever they are sub- 
mitted, and ‘compute the more important of the ratios, such as 
the current ratio, the ratio of debt to net worth, of sales to — 
receivables, and of sales to merchandise. On the upward sweep 
of the. cycle they should insist, as Professor Sprague has very 
ingeniously urged, upon a rising current ratio.*? According to 
Professor Sprague this would be analogous to the practice pre- 
vailing among banks of requiring larger margins during an up- 
ward movement on the Stock Exchange. 

The Issuance of Gold and Gold Certificates. It has been 
suggested that the Reserve System should pay out only gold and 
gold certificates during an upward rise in prices and should refuse 
to issue Reserve notes. So far as this could be done without 
doing damage to the ability of our currency to meet seasonal 
needs, it would be excellent. The issuance of gold and gold 
certificates alone would force down the reserve percentage of the 
System at a much faster rate than would be the case if Reserve — 
notes were issued. The reserve percentage would fall pre- 
cipitously. The rapid decline in the percentage of reserves would 
serve aS a warning to the business community and would rally 

48 Hearing before the Joint 
13, p. 710. See, also, p. 357. 


g Bank Management and the Business Cycle. 
mission of Agricultural Inquiry (Vol. 3, p. 775) 
Kansas City Reserve Bank rejects only 2% of the notes offered for dis- 


count. This seems a very small percentage and may b i 
e reflective of t 
ardent a desire to please the member banks, i eAeaey 


Commission of Agricultural Inquiry, Part. 


Before the Joint Com- 
it was stated that the 


RETROSPECT AND PROSPECT 535 


public opinion around the efforts of the System to induce a con- 
traction of credit.°° Public opinion is often more willing to 
support restrictive measures on the part of a central bank whose 
reserve percentage is low than it would be if the same measures 
were adopted when the reserve percentage was higher. 

Inducing the Government to Deposit Funds Solely with the 
Reserve Banks. It would assist the Reserve Banks in making 
their Bank rates effective and in controlling the expansion of 
-eredit during the upward sweep of the price cycle if the Govern- 
“ment were to place its funds at such a time solely with them. 
Experience has shown in England that the Bank rate is rendered 
more effective when the Government places its receipts at the tax 
payment periods with the Bank of England. Were the United 
States Government to follow this practice, the checks deposited 
by it would reduce (at least temporarily) the balances of the 
member banks with the Reserve Bank and force them to redis- 
count or send in cash items in order to build up their reserve 
balances. The Bank rate would thus tend to become effective. 

In addition to the methods discussed, other suggestions have 
been offered as to policies the Reserve Banks should adopt to con- 
trol credit expansion and price increases. Should the inflationary 
movement possess great strength the Reserve Banks might call for 
the unpaid half of the subscriptions made by member banks in the 
stock of the Reserve Banks. At the present time this would 
sweep about 110 millions of dollars into the vaults of the System. 
The transference of this sum from the member banks to the Re- 
serve Banks would undoubtedly have considerable influence in 
making the Bank rates effective and in slowing up the expansion 
of credit. Of course this method could be utilized but once and 
should be reserved for some great emergency. The suggestion has 
been made that the national bank and state bank examiners 
should make most careful examinations of member banks during 
the upward movement in prices. They should examine the port- 
folios carefully, looking for abuses in the use of the acceptance, 
unduly large extensions of credit to any one interest, and for poor 
and doubtful paper. 

Federal Reserve Banks and the Crisis. During a crisis 
the Reserve Banks should abandon many of the policies which 
they have been urged to employ when prices are rising. The 
Bank rate should be maintained at a high figure but discounts and 


50 See Leffiingwell, Discussion of Professor Sprague’s Paper, ete., p. 36. 
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loans should be extended with greater liberality. The Regional 
Banks should begin to participate in the open market. Until 
such a time as the Reserve Banks are permitted to purchase com- 
mercial paper they may have to place chief reliance on govern- 
ment obligations, purchasing these as prices decline and selling 
them once prices have started on the upward trend. Federal Re- 
serve notes should be issued and gold and gold certificates held in 
the vaults. Every assistance possible should be rendered by the 
Reserve Banks to the solvent but temporarily embarrassed member 
bank. 'The Reserve System should be willing to take risks and to 
lose money if by this. action they can prevent a complete 
breakdown of the credit and banking machinery of the country. 
This was the policy which they so wisely followed through 
1920. 

The Reserve Banks and the Business Depression. During 
the downward sweep of the cycle, as during the crisis, the Reserve 
Banks should become active participants in the open market, 
purchasing warrants, government obligations and acceptances. 
They should issue Federal Reserve notes, retaining their stock of 
gold and gold certificates unless of course the redemption of any 
paper money is demanded. The Bank rate should be lowered but 
only as the market rate falls. It would no longer be necessary to 
discriminate in rates against commodity paper. The Govern- 
ment should be induced to place its funds mainly with depositary 
banks. The System’ could well afford to take a more liberal 
attitude toward paper offered for discount and not subject it to 
the same close scrutiny which it would were prices rising. 

The Reserve Banks not Emergency Institutions. The 
foregoing discussion should emphasize the elementary fact that the 
Reserve Banks are not and never were intended to be emergency 
institutions in the sense that their functions are simply to issue 
currency im emergencies and alleviate crises, as the Aldrich- 
Vreeland associations were intended to do. While the Reserve 
Banks have eliminated money panics, their scope of activities is 


much broader than this. They should and must function con-_ 


tinuously if they are to mitigate cyclic fluctuations and to con- 
trol the apportionment of credit. They should not be thought 
of as emergency institutions any more than the Bank of England, 
the Bank of France, or the Reichsbank are so considered. On the 
downward sweep of the cycle the Reserve Banks should expand 
their open-market operations which will assume more importance 
than their discount operations during such a period. On the up- 
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- ward sweep of the cycle the reverse should be true. During the 
crisis both their discount and open-market operations should be 
of equal importance. They should continuously exert their good 
offices to raise the standard of commercial paper in America. 
They should keep in touch, as they have, with the trend of 
economic and political events at home and abroad in order that 
they may be in a position to advise the American banker and 
business man. As the European nations return to a gold basis 
one by one, or as their currencies become stabilized, the System 
vshould seriously consider the desirability of building up a port- 
folio of foreign bills as did the Reichsbank. The question of 
establishing agencies in various parts of the world, as agencies 
have been established in Havana, should be discussed with the 
view of making America a more important factor as a financier of 
international trade. Any attempt to relegate the Regional Banks 
to the position which would have been the lot of the National Re- 
serve Association of the United States (the Aldrich Plan) would 
immediately impair if not entirely destroy the greater part of 
their usefulness. 

Political Influence in Reserve Policies. While we may be 
thankful that the onslaught of the agriculturalists has done no 
more damage than it has, the future of the Reserve System is not 
altogether promising. Politics has begun to play a more im- 
portant réle in choosing the members of the Board. Politicians 
assume that the discount rate policies of the System may be 
controlled in the interests of party leadership. Both parties put 
the blame on the other for the deflation of prices. The party in 
power during the revival which occurred the second half of 1921 
and through 1922 claimed credit for this in having forced reduc- 
tions jn the Bank rate. A Secretary of the Treasury has recently 
indulged in the indiscreet practice of forecasting discount rate 
changes. Interference by politicians in the affairs of the Reserve 
Banks is of the gravest danger and will prevent their administra- 
tion and control along the most scientific lines. Those interested 
in sound monetary and banking policies in America should rally 
to protect the System from the attacks of the self-seeking 
politician and should endeavor to place its operation in the 
hands of disinterested experts. 

Fundamental Propositions in Discount Policies. The fol- 
lowing propositions should be regarded as» fundamental by the 
officials of the System when they commence formulating their 


discount and credit policies : 
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1) Fluctuations in the Bank rate and all discount policies of the 
system, should ‘be determined principally by changes in the general 
level of prices. 

2) The Bank rate should rule above market rates and should vary 
from district to district in accord with the economic development 
of the different parts of the country and should vary with the 
type and maturity of paper offered for discount. 

3) The Regional Banks should adopt a uniform open-market 
policy which should be adjusted to price fluctuations. 

4) If America is to continue on the gold standard, it must be main- 
tained inviolate. Any obstacle placed in the way of redeeming the 
paper money and deposit currency of the country in gold would 
nullify all attempts to improve America’s position as a short-term 
financier of international trade and an exporter of long-term capital. , 
In view of the huge gold imports, however, the better policy to 
follow would be to lower the present tariff duties and to declare 
an embargo on gold imports. Gold exports would be allowed and 
the redemption of paper money in gold would continue. The mints 
would have to be closed to the coinage of domestically mined gold. 
Such action would assist the Reserve Banks in their control of credit 
and prices. | 

5) The officials of the System should recognize that the Reserve 
Banks are not emergency institutions but were organized to operate 
continuously in the interest of the whole country. : 


The Reserve Banks were not formed merely to prevent money 
panics or to relieve autumnal tensions in the money markets, 
though both of these purposes have been realized. They were 
not organized to enable member banks to rediscount at a profit. 
They are not wholesalers of credit. Theirs is the function of 
promoting stability in prices and consequently in the economic 
life of the nation. 


THE END 
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Containing an abstract of 


The Baltimore Plan 


Carlisle’s Plan 


The Plan of the Indianapolis 

Monetary Commission 
The Aldrich Bill of January 7th, 1908 
The Fowler Bill of January 8th, 1908 
The Vreeland Bill of May 14, 1908 
The -Aldrich-Vreeland Act 


THE BALTIMORE PLAN 


National banks were to be al- 
lowed to issue notes up to 50% 
of their paid-up unimpaired capi- 
tal subject to a tax of % of 1% 
per annum on the average amount 
of notes outstanding; and an ad- 
ditional circulation, known as 
“Emergency Circulation” up to 
25% of their paid-up unimpaired 
capital subject to a heavier tax. 

The present tax of 1% per 
annum levied upon the average 
amount of circulation outstanding 
was to be continued and to be 
paid to the Treasurer of the 
United States, from which the 
expenses of the office of the 
Comptroller of the Currency, of 
the printing of notes, etce., should 
be defrayed. 

The banks issuing notes were 
to continue to deposit and main- 
tain with the Treasurer of the 
United States a “Redemption 
Fund” -equal to 5% of their 
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CARLISLE’S PLAN 


National banks were to be al- 
lowed to issue notes up to 75% 
of their paid-up unimpaired cap- 
ital, provided, that before a bank 
received any notes, it deposited 
United States legal tender notes, 
including notes of 1890, -to the 
amount of 80% of its notes in 
circulation in a Guarantee Fund. 
The notes so issued were to con- 
stitute a first lien on the assets 
of insolvent banks. 

A tax of % of 1% per annum 
was to be levied on the average 
amount of notes outstanding to 
defray expenses incidental in 
printing the notes, official super- 
vision, cancellation, etc. 

“Secretary Carlisle computed that 
if all National and state banks took 
out circulation to the full amount au- 
thorized, the guarantee and safety 
funds would absorb $228,500,000 of 
legal tender notes; which, he felt 
would go a long ways toward protect- 
ing the Government from repeated 
presentations of notes for redemption. 
Finance Report, 1894, p. LX XVIII. 


APPENDIX 


average outstanding circulation. 

A “Guarantee Fund” was to be 
created through the deposit by 
each bank of an amount equal to 
2% of the circulation receiyed 
the first year. 

Thereafter, a tax of % of 1% 
per annum was to be imposed 
upon the average yearly amount 


- of circulation until the Guarantee 


Fund equaled 5% of the en- 
tire outstanding circulation. The 
notes of insolvent banks were to 
be redeemed by the Treasurer of 
the United States out of the 
Guarantee Fund, if sufficient, and 
if not sufficient out of any money 
in the Treasury; the same to be 
reimbursed to the Treasury out of 
the Guarantee Fund when re- 
plenished from the assets of the 
insolvent banks or by the afore- 
mentioned tax. 

The Government was to have 
a prior lien upon the assets of 
each insolvent bank and upon the 
liability of the shareholders for 
the purpose of restoring the 
amount withdrawn from _ the 
Guarantee Fund for the redemp- 
tion of its circulation. 
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No national bank note was to 
be of a smaller denomination than 
ten dollars, and all notes of the 
same denomination were to be 
uniform in design. 

A safety fund was to be pro- 
vided to facilitate the immediate 
redemption of the notes of in- 
solvent banks, by imposing a tax 
of % of 1% per annum on the 
average circulation of each bank 
until the fund should amount to 
5% of the total circulation out- 
standing. In case of the failure 
of the bank its guarantee fund 
was to be paid into the safety 
fund and used for the redemption 
of its notes. In case the fund 
became impaired by reason of the 
redemption of notes of insolvent 
banks, it should at once be made 
good by pro-rata assessments upon 
the other banks according to the 
amounts of their outstanding cir- 
culation; but there should be a 
first lien on the assets of the in- 
solvent banks to reimburse the 
contributing banks. The safety 
fund might be invested in United 
States Bonds, having the longest 
time to run, the bonds and inter- 
est upon them to be held as part 
of the fund. 

The provisions in the National 
Banking Act requiring banks to 
maintain a reserve against de- 
posits were to be repealed. 

Notes issued by state banks 
were to be exempt from the tax 
of 10% provided for in the Act 
of March 8, 1865, if the Secre- 
tary of the Treasury and the 
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Comptroller of the Currency 
were satisfied that 

a. Such a bank at no time had 
outstanding circulating notes in 
excess of 75% of its paid-up, 
unimpaired capital. 

b. The stockholders were in- 
dividually liable for the redemp- 
tion of its notes to the full extent 
of their ownership of stock. 

ce. The notes were a first lien 
on the assets of the bank. 

d. The bank had at all times 
kept a guarantee fund in United 
States legal tender notes, includ- 
ing notes of 1890, equal to 30% 
of its outstanding circulating 

: notes. 

e. The bank. promptly  re- 

deemed its notes on demand. 


PLAN OF THE INDIANAPOLIS MONETARY COMMISSION. 


The existing gold standard was to be maintained, and all obliga- 
tions of the United States were to be redeemed in the same. No 
silver dollars were to be coined henceforth. 

A Division of Issue and Redemption was to be created in the Treas- 
ury Department which should have control of the guaranty and re- 
demption funds of national banks, and of all funds held against the 
demand obligations of the Treasury Department. Further, the Sec- 
retary of the Treasury was authorized to sell bonds to build up the 
redemption fund when depleted. 

National banks were to be permitted to issue notes to an amount 
not to exceed their paid-up unimpaired capital, exclusive of so much 
as was invested in real estate. Such notes were to constitute a first 
lien on the issuing bank. For the first five years after the passage 
of the act, the notes issued up to 25% of the bank’s capital were to 
be secured by United States government bonds deposited with the 
Treasurer of the United States, but thereafter the amount of bonds 
required to be deposited before notes might be issued was to be re- 
duced by one-fifth each year. 

Each national bank was to pay a tax at the rate of 2% per annum 
upon the amount of its circulating notes in excess of 60% and not 
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- in excess of 80% of its capital, and a tax at the rate of 6% per 


annum upon the amount of its notes outstanding in excess of 809% 


of its capital. 


A guaranty fund equal in amount to 5% of the notes in circulation 


was provided to redeem the notes of insolvent banks. 


If this fund 


should become impaired, the Comptroller of the Currency was au- 
thorized to make an assessment on all banks to replete the fund. Any 
portion of the fund might be invested in United States bonds. 

The 5% gold redemption fund was to continue. 

The existing reserve requirements were maintained, but it was pro- 
vided that one-quarter of the reserves of all national banks was to 


be in the form of coin. 


Neither the redemption nor guaranty funds 


were to count as part of the required reserves. 

The organization of national banks with a capital of $25,000, in 
places of 4000 or less was provided for. 

Provision was made for the establishment of branch banks, when- 
ever the Comptroller of the Currency should permit. 


THE FOWLER BILL 


Introduced into the House Jan- 
uary 8, 1908. H. R. 12,677— 
60th Congress, First Session, 
House Report No. 1126, p. 81- 
oie 

Upon the passage of the act, 
the Comptroller of the Currency 
was to designate twenty cities in 
the United States for the location 
of bank redemption agencies. 

Unless located in a redemption 
city, every national bank was to 
make arrangements with a na- 
tional bank located in a redemp- 
tion city for the redemption of 
its bank notes in gold coin or 
other lawful money. 

Upon the completion of the. or- 
ganization of the bank note re- 
demption districts, any national 
bank might retire all or any part 
of its present bond-secured circu- 
lation by depositing with the 


THE ALDRICH BILL 


Introduced in the Senate Jan- 
uary 7, 1908. S. 3023—60th 
Congress, First Session, Congres- 
sional Record, Vol. 42, p. 504. 

Any national bank which had 
circulating notes secured by the 
deposit of United States bonds, 
to an amount not less than 50% 
of its capital stock and which had 
a surplus of not less than 20%, 
might make application to the 
Comptroller of the Currency for 
authority to issue additional notes 
to be secured by the deposit of 
bonds other than bonds of the 
United States. 

Upon receiving the approval 
of the Comptroller of the Cur- 
rency, a national bank, by de- 
positing certain specified bonds, 
might receive circulating notes 
up to 75% of the market value 
of these bonds, provided that the 
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United States Treasurer an 
amount of the present bond- 
secured notes or of lawful money 
or of both equal to the amount 
of its circulation so retired; and 
might issue bank notes up to its 
paid-up unimpaired capital with- 
out depositing bonds. National 
banks issuing such credit notes 
were to deposit in gold coin or 
lawful money with the Treasurer 
of the United States an amount 
of money equal to 5% of their 
average deposits during the pre- 
ceding six months and in addition 
an amount equal to 5% of the 
notes they proposed to circulate. 
These notes were to be taxed at 
the rate of 2% per annum, 

The Guarantee Fund, including 
the 5% of all deposits, the 5% 
of all note issues and the 2% paid 
as a tax, was to be employed to 
guarantee; 

a. the payment of all bank 
deposits. 

b. the payment of all bank 
notes, and of all the expenses in- 
curred in conducting and main- 
taining the bank note redemp- 
tion agencies. It was provided 
that the Comptroller of the Cur- 
rency was to have charge of the 
Guarantee Fund. 

National banks located in a 
central reserve city, or in a re- 
serve city were to maintain in 
lawful money amounts equal to 
at least 25% of their national 
bank notes, and every other na- 
tional bank was to Maintain a 


reserve of 157 against its notes, 


APPENDIX 


total circulation of the national 
bank did not exceed its unim- 
paired capital and surplus, and 
provided that there were not out- 
standing under this act circulating 
notes to an amount greater than 
$250,000,000. 

The securities acceptable for 
the additional notes included the 
bonds of any state of the United 
States; or of any county or mu- 
nicipality which had been in exist- 
ence for fifteen years, and which 
during the past ten years had not 
defaulted in the payment of any 
part of either principal or inter- 
est on its funded debt, and which 
had 20,000 inhabitants and whose 
net indebtedness did not exceed 
10% of the valuation of the tax- 
able property; or the first mort- 
gage bonds of any railroad com- 
pany (excluding tramways) 
which had paid dividends of not 
less than 4% per annum during 
the past five years on its entire 
capital. 

National bank notes issued on 
bonds other than the United 
States were to be taxed monthly 
at the rate of 14 of 1%. 

National banks located outside 
of reserve and central reserve 
cities were henceforth to keep 
two-thirds of their required re- 
serves in lawful money instead 
of two-fifths. 
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However, it was provided that the 
national banks in reserve cities 
might keep three-tenths of their 
required reserves as cash deposits 
in a central reserve city, and that 
national banks situated outside 
of a central reserve city or a re- 
serve city might keep  four- 

fifteenths of their reserve as cash 
deposits in a reserve or central 
reserve city. 

The amount national banks 
had on deposit with the United 
States Treasurer was to count as 
part of their required reserve. 

In case of a bank failure, one- 
fourth of the loss resulting there- 
from was to be horne by banks of 
the bank-note redemption district 
to which the insolvent bank be- 
longed and three-fourths by the 
Guarantee Fund. 


THE VREELAND BILL 


Introduced in the House May 
14,/1908. H. R. 21,871. 60th 
Congress, Ist Session, Congres- 
sional Record, Vol. 42, p. 6249. 

National banks having an un- 
impaired capital and surplus of 
not less than 20%, were to be al- 
lowed to form voluntary associa- 
tions, composed of not less than 
ten banks, with an aggregate cap- 
ital and surplus of at least five 
millions of dollars. 

Only one association might be 
formed in any one town, and a 
national bank could belong to 
only one such association. 

A national bank, belonging to 
such an association, which had 
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THE ALDRICH-VREELAND 
ACT 


Enacted May 30, 1908. Con- 
gressional Record, Vol. 42, p. 
7043. 

National banks with an un- 
impaired capital and a surplus of 
not less than 20%, might form 
voluntary associations of not less 
than ten banks with an aggre- 
gate capital and surplus of at 
least five millions of dollars. 
Only one such association might 
be formed in any one town, and a 
national bank might belong to 
only one such association. 

Any bank belonging to one of 
these National Currency Associa- 
tions, having circulating notes 
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circulating notes secured by the 
deposit of United States’ bonds, 
to an amount not less than 40% 
of its capital stock, might secure 
additional notes by depositing 
with its association any of its se- 
eurities including commercial pa- 
per. Notes were to be issued to 
the national banks only up to 
75% of the cash value of the 
securities or commercial paper de- 
posited. 

The banks in each association 
were to be jointly and severally 
liable to the United States for 
the redemption of such additional 
circulation. 

The total amount of circulat- 
ing notes of any national bank 
was not to exceed the amount of 
its unimpaired capital and sur- 
plus, and the total amount of 
notes issued in accordance with 
the provisions of this act was not 
to exceed $500,000,000. 

National banks in central re- 
serve cities were to maintain a 
gold or lawful money reserve of 
25% of the amount of emergency 
notes issued; national banks in 
reserve cities were also to main- 
tain a 25% reserve, one-half of 
which, however, might consist of 
cash deposits in reserve cities ; 
and national banks located else- 
where were to maintain a 15% 
reserve, nine-fifteenths of which 
might be deposited in a reserve 
city. 

National banks having circu- 
lating notes secured through such 


associations were to pay for the 
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outstanding secured by United 
States bonds equal to 40% of its 
capital stock, might receive addi- 
tional notes by depositing with it 
any securities including commer- 
cial paper. A bank depositing 
such securities might receive 
notes up to 75% of their cash 
value, though, in the case of state, 
county or municipal bonds a bank 
was to receive notes up to 90% 
of their cash value. Further, no 
national bank might issue notes 
based on commercial paper, de- 
posited with its Currency Associ- 
ation, in excess of 30% of its un- 
impaired capital and surplus. 
The term “commercial paper” 
was to include only that repre- 
senting commercial transactions, 
bearing the names of two respon- 
sible parties and not running for 
more than four months. 

The banks belonging to an As- 
sociation were jointly and sever- 
ally liable for the redemption of 
this additional circulation, 

Further, any national bank, 
which had circulating notes out- 
standing to an amount not less 
than 40% of its capital stock and 
which had a surplus of not less 
than 20%, might make applica- 
tion to the Comptroller of the 
Currency for additional circulat- 
ing notes to be secured by other 
than United States bonds. The 
bonds acceptable as security for 
additional issues of notes were to 
be those of any state, city, town 
or county, which had been in ex- 
istence for ten years and which 
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first two months a tax of 4% per 
annum upon the average amount 
of their notes in circulation, and 
afterwards an additional tax of 
1% per annum for each month 
until a tax of 10% per annum 
was reached. 

A commission known as the Na- 
_ tional Currency Commission, to 
be composed of six Senators, of 
six Representatives and of six 
others, was to be appointed by 
the President to make recommen- 
dations as to the needed changes 
in the American Banking System, 
for which $50,000 was to be ap- 
propriated. 


for a period of ten years had not 
defaulted on the payment of any 
part of either the principal or 
interest of its funded debt, and 
whose net funded indebtedness 
did not exceed 10% of the valua- 
tion of its taxable property. The 
notes so secured might be issued 
up to 90% of the market value 
of the bonds, but not to exceed 
the par value. 

The additional notes to be is- 
sued under this act were not to 
exceed $500,000,000; and a na- 
tional bank might not have out- 
standing notes in excess of its un- 
impaired capital and surplus. 

Further, national banks hay- 
ing emergency notes outstanding, 
were to maintain against these a 
10% redemption fund. 

The emergency currency issued 
to a national bank was to be 
taxed for the first month at the 
rate of 5% per annum, and after- 
wards an additional tax of 19% 
per annum was to be levied each 
month until a tax of 10% per 
annum was reached. 

The establishment of the Na- 
tional Monetary Commission to 
consist of nine members of the 
Senate, and nine of the House 
was provided for. 

The Act was to expire by lim- 
itation on June 30, 1914. 
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INDEX 


Acceptances (see bankers’ accept- 
ances and trade acceptances) 
Advances to member banks, defini- 
tion of by Federal Reserve 
Board, 158; rates charged on, 
214-215; statistics of before 
April 1917, 214;.during war 
period, 294-295; from 1919- 
1920, 326-328; from 1921-1923, 
419-421 

Agriculturalists, pre-war discount 
policy of Federal Reserve Sys- 
tem aided, 245 

Agricultural Credits Act of March 
4, 1923, changes made by in Re- 
serve Act, 142-145; provisions 
of, 500-502 

Agricultural depression, 1920, rea- 
sons for, 385-386 

Agricultural paper, attitude of Fed- 
eral Reserve System on, 217- 
218; criticism of rates charged 
by Federal Reserve Banks 
before April 1917 for redis- 
counts of, 217; definition of 
by Federal Reserve Board, 
156-157; discounts of before 
April 1917, 215-216; eligibility 
of as affected by Agricultural 
Credits Act of March 4, 1923, 
143-145; limit on amount ma- 
turing from 6-9 mos. eligible for 
rediscount by a Federal Re- 
serve Bank, 157; rates at Fed- 
eral Reserve Banks on before 
Apr., 1917, 216-217 ; during war 
period, 287; from 1919-1920, 
323; from 1921-1924, 390 

Aldrich Bill of 1908, abstract of, 
581-583; discussion of, 104 

Aldrich Plan, ability of to exercise 
credit control, 120-122 ; accept- 
ance provisions of, 117-118 
analysis of, 106-107; in emer- 
gencies, 122; not copied in Glass 


Aldrich Plan (continued) 
Bill, 110-111; open-market pow: 
ers of, 120; provided for Lom- 
bard loans, 114-115 

Aldrich-Vreeland Act, 
105; discussion of, 
provisions of, 583-585 

Armistice, business recession follow- 
ing, 314-315 

Autumnal pressure in Wngland, 92 


defects in, 
108-106 ; 


Bagehot, Walter, policy central 
banks should adopt in panics, 88 

Baltimore plan, abstract of, 578- 
580; discussion of, 101-102 

Bank deposits, increase. in 1913- 
1917, 194-195; time deposits as 
an element in inflation, 198, 
note # 45 

Bank notes, of central banks, re- 
demption solely at main office to 
prevent gold exports, 71-72 

Bank of England, abandons policy 
of rationing credit in crisis of 
1825, 14; act of 1833, 15; aided 
by other central banks in 
crises, 79-80; alterations in 
Bank rates, 45-46; arithmetic 
mean of official discount rates, 
40; Bank and market rates dur- 
ing war, 281; Bank rate, 
changes in in 1919-20 com- 
pared with changes in Bank 
rate at Federal Reserve Bank 
of New York, 324-3825; Bank 
rate, remedies proposed to les- 
gen variations in, 78-79; bor- 
rows from. Bank of France, 
1839, 18; character of paper dis- 
counted by, 32; credit policy of 
in 1846, 23; criticism of policy 
in crisis of 1847, 24; deprecia- 
tion of notes after 1809, reasons 
for, 6; discount policy after pas- 
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Bank of England (continued) 


sage of Peel Act, 22-23; discount 
policy during crisis of 1857, 27- 
28; effect of attempts to map 
up surplus funds in market, 
60, note #97; effect of Bank 
rate in crisis of 1866, 57, note 
#83; effect of inelasticity of 
notes 77, note #165; effect .on 
Bank rate of England’s position 
as short-term international 
creditor, 56-57; effect on re- 
Serve of policy forcing bank to 
purchase standard gold, 78, 
note #168; establishes branch 
at Ottawa Canada, 1914, 178; 
exportation of bullion, 1846, 23; 
explanation of officials for de- 
preciation of Bank notes, after 
1809, 10; important to hold 
foreign bills, 79, note #173; 
inquiry of 1819, 11; intention 
of framers of Act to obtain 
elasticity in notes through issue 
against securities, 77, note 
£166; lack of stability in Bank 
rate, 77; latitude allowed by 
law in discount policy, 33; 
interest-free advances on gold 
imports at, 65-66; internal 
drain, 1847, 25-26; lessons 
learned in discount policy be- 
tween 1797-1857, 29: lessons of 
the crisis of 1847, 27; Lombard 
loans, 32-33; liberality during 
crisis of 1825, 14; meaning of 
Bank rate, 31-32; maximum 
and minimum Bank notes at 
since 1844, 44-45 ; mechanics of 
fixing Bank rate, 81; method 
used to mop up funds in mar- 
ket, 60-61; moderate issues of 
from 1797-1809, 5; notes of, did 
not depreciate materially from 
1802-1809, 4; partial resumption 
of space payments, 1816, ale 
Peel Act, 21-22; Peel’s resump- 
tion act, 11; policy during crisis 
of 1825, 12-14; policy in crisis of 


1836, 16; policy during crisis of - 


1839, 17-18 ; policy during crisis 
of 1839, comment on, 18; policy 


Bank of England (continued) 


during crisis of 1857, Mill’s 
comment on, 28-29; private dis- 
count rate at, 62; rationing of 
credit in crisis of 1825, 13; rea- 
sons for lack of stability in 
Bank rate, 77-78; report of 
Lords Committee on rationing 
of credit during crisis of 1847, 
24-25 ; resumption of specie pay- 
ments in 1821, 11; seasonal 
drains, 88-92; suspension of 
Peel Act, 1847, 26; suspension 
of specie payments, 1797, rea- 
Sons for, 2-3; unliquid condition, 
ined 7 Oaes 


Bank of France, alterations of 


Bank rate in, 45-46 ; arithmetic 
mean of official discount rates, 
40; average yield on bills of 
exchange discounted Dy, eate 
before 1857 could not raise dis- 
count rate above 5%, 84: def- 
inition of eligible paper, 35-36; 
description of passive gold pre- 
mium policy, 67-68: disadvan- 
tage of passive gold premium 
policy, 69-70 ; interest-free ad- 
vances on gold imports, 66; 
Lombard loans, 36; maximum 
and minimum Bank rates at 
since 1844, 44-45 ; mechanics of 
changing Bank rate, 33-34; 
passive gold premium Dolicy, 
reasons for adoption, 70-71; 
Seasonal variations in note 
circulation, Bank and market 
rates, 94-96 


Bank rate, consequences of rise in, 


52-54; effect of on market rates, 
58, note ¢ 90; factors determin- 
ing effectiveness of, 54-56; fluc- 
tuations in reserve percentages 
not sole reason for changes in, 
48-49; importance of stability 
in, 76-77; in J apan, 383, ineffec- 
tive unless controls market, 57; 
influence of foreign drains on, 
49-50; influence on market 
rates, 400-402; previous influ- 
ence in Europe, 58-59; private 
discount rate, description of 
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Bank Rate (continued) 

61-62; private discount rate, 
reasons for, 61-62; reasons for 
fluctuations in, 46-47; reasons 
for lessened influence in Hu- 
rope, 58-59; substitutes for ele- 
vations of, 65; and foreign 
drains, 49-52; and market rate, 
83-86, and price cycle, relation- 
ship of, 82-883; and seasonal 
variations, 88-96; and _ specu- 
lation, 80-88; of Federal Re- 
serve Banks (see Federal Re- 
serve Banks) 

Bankers’ acceptances (see, also, Fed- 
eral Reserve Act, Federal Re- 
serve Banks) ; abuse in accept- 
ance practice before April 1917, 
238-240; abuses of later, 442- 
449; amendment of March 3, 
1915, 141; amendment to Fed- 
eral Reserve Act of September 
7, 1916, governing, 160-162; 
amendments to Federal Reserve 
Act loosened up acceptance cred- 
its, 164; classified by originat- 
ing transactions, 1919, 329, 
1920-1923, 441-442; development 
after war of a mushroom char- 
acter, 451; dollar exchange, re- 
discount requirements of, 166; 
domestic acceptances not 
needed, 119; earnings on 1920- 
1923, 441; growth of dollar draft 
in 1915-1917, 237; inter-district 
purchases of in war period, 300- 
301; maturities of those pur- 
chased in 1915-1916, 236; ma- 
turities of purchases of in 1920- 
1923, 440; obstacles in way of 
developing use of in the United 
States, 233-234; obstacles in way 
of wide use in America after 
armistice, 449-450; policy of 
Reserve Banks toward in war 
period, 300; provision of orig- 
inal Federal Reserve Act re- 
garding, 159-160; provisions in 
Federal Reserve Act as amended 
on March 8, 1915, 160; provi- 
sions in Federal Reserve Act 
allowing domestic bankers’ ac- 
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Bankers’ Acceptances (continued) 
ceptances should be repealed, 
512; purchases by Federal Re- 
serve Banks in 1915 and 1916, 
statistics of, 235-236; purchased 
by Federal Reserve Banks, Jan. 
1919-May 1920, statistics of, 
329-330; purchases by Federal 
Reserve Banks in 1919, criti- 
cised, 380; purchases by Federal 
Reserve Banks 1920-1923, 488- 
439 ; purchased by members and 
non-member banks on specified 
dates in 1915 and 1916, 237; 
purchases of from member and 
non-member banks after armis- 
tice, 441; reasons for limiting 
use of, 118; rediscounted accept- 
ances not to run longer than 
underlying . transactions, 166- 
167; regulations of Board gov- 


erning purchases. in open- 
market by Federal Reserve 
Banks, 169-171; requirements 


for rediscounting, 165-166; sta- 
tistics of amount outstanding, 
451; theory of, 238-239, and 
442: uniform policies needed in 
purchase of, by Federal Re- 
serve Banks, 241 

Bankers and Trade Acceptances, 
maturities of purchases of in 


1919, 329 
Banking principle, analysis of, 
20-21 


Bill of Exchange, definition of by 
Federal Reserve Board, 155 
Bonds, Government, Federal Reserve 
Banks must use discretion in 
buying, 232-233; investments in 
by Federal Reserve Banks be- 
fore April 1917, 232; purchase 
fund, 293 

Borrow and buy programme of, dur- 
ing war, 292-293 

Brookhart, Sen., and Federal Re- 
serve System in Iowa, 475 

Bullion Committee, acceptance of 
conclusions by officials of Bank 
of England in 1819, 11; analysis 
of report, 8-9; appointed by 
House of Commons, 7; report of 
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Bullion Committee (continued) 
rejected by House of Commons, 
10 

Business Activity and Federal Re- 
serve Bank rates, 529 

Business conditions in 1919, 315-317 

Business cycle, analysis of, 81, power 
of central bank to control 81-82, 
85-87 

Business depression and Federal Re- 
serve Banks, 536 

Business recession following the 
armistice, 314-315 


Call loan rates and Federal Reserve 
System, 482-483 

Capital, export of from the United 
States 1914-1917, 187-188 

Capital Issues Committee of Federal 
Reserve Board, details of ad- 
ministration *and organization, 
307-308 

Capital Issues Committee of War 
Finance Corporation, discussion 
of, 308-309; life should have 
been prolonged, 310 

Capital Issues Committees of Fed- 
eral Reserve Board and War 
Finance Corporation, work val- 
uated, 309-310 

Carlisle’s Plan, abstract of, 578-580 ; 
discussion of, 102 

Cash discount against trade accept- 
ances, 226-227 

Cassel, Gustav, an efficacy of Fed- 
eral Reserve Bank rate, 400 ; on 
reason for price increases, 337; 
on weak discount. policy of Fed- 
eral Reserve Banks in 1919, 
821, note #35 

Central banks, discount policy of 
during crisis as indicated by 
Walter Bagehot, 87-88; discount 
policy of during seasonal drains, 
94-96; discount policy of in 
crisis, 86-88; importance of 
fiscal functions of, 249-250; mis- 
cellaneous methods used to pro- 
tect reserves, 80, note £178; 


type of paper should discount, ° 


114 


Certificates of Indebtedness, amount 
purchased before armistice by 
banks, 289-290; employment of 
in World War, 288-289; method 
of sale created fiat credit, 290; 
method used in payment for by 
credit, 289; rates of issue of, 
278-279; use in previous wars, 
288 A 

Circular Letter No. 13, abandoned, 
152; contents of, 151-152; credit 
policies of, 199-200 

Collateral demanded by Federal Re- 
serve Banks, 477-479 

Comptroller of Currency examiners 
report on abuses of bankers’ ac- 
ceptances, 44 ff 

Commercial and Financial Chronicle, 
on Federal Reserve rates and 
inflation, 342-343 

Conimercial paper, Federal Reserve 
Banks should be allowed to buy, 
512; preferential bank rates on 
paper of shorter maturities, 
204; scrutiny of by Federal Re- 
serve Banks and price cycle, 
583-534; not sufficiently scru- 
tinized by Federal Reserve 
Banks before April 1917, 245- 
246; type which should be dis- 
counted by a central bank, 
114 

Committee of- Secrecy on the Bank 
of England charter, 1832, ques- 
tions investigated by, 15, note 
#44 

Commodity paper, reasons for small 
amount discounted, 221-222; sta- 
tistics of discounts of at Fed- 
eral Reserve Banks, 221 

Commodity paper rates, harm done 
by, 222; in effect at Reserve 
Banks, 220; reasons given for 
establishment of, 218 


Circulating media, increase in, 1913- 


1917, 194-195 

Cotton declared a contraband of 
war, 218-219; demoralization of 
industry in 1914, 179; price of 
middling-uplands, New York 
1915-1916, 279 note #110 


|e 


ve 


INDEX 591 


Cotton-loan fund, details of plan, 
180; service of, 181 
Credit, increase in in 1919 due to 
Government's financial opera- 
tions, 317-818; rationing of, pol- 
icy of Federal Reserve Board 
towards, 1919-1920, 359-360; 
rationing of, theory of, 13; ra- 
tioning of on New York Stock 
Exchange, purpose of during 
war, 305 
Credit. and prices, Federal Reserve 
Board’s explanation of, 348-348 
Credits, frozen, 386; commercial, 
control of during war period, 
310-312; commercial, difficulty 
of controlling, 311-312; invest- 
ment, rationing of in war 
period, 307-310; non-essential, 
eurtailment of by Federal Re- 
serve Banks in 1919, 356-858 
Credit control, diffused character of 
banking system in the United 
States prevented credit con- 
trol, 99-100; idea of non- 
existent in the United States 
before Federal Reserve Act, 
99; measures taken by Federal 
Reserve Bank in 1919-1920 to 
control, 351-352; non-existent 
under National Banking Sys- 
tem, 100-101; use of in specula- 
tion in 1918, 306 
Crisis, policy Federal Reserve Banks 
should follow during, 535-536; 
policy of central banks in, 86- 
88; of 1825 in England, 12: of 
1825, credit-rationing policy of 
Bank of England, abandoned, 
14; of 1825, liberality of Bank 
of England, 14; of 1825, policy 
of Bank of England, 12-13; of 
1825, wationing off credit by 
Bank of England, 13; of 1886, 
policy of Bank of England, 16; 
of 1839, policy of Bank of Eng- 
land, 17-18; of 1839, reasons for, 
17; of 1847, England, first 
phase of, 24; of 1847, internal 
drain in fall, 25-26; of 1847, les- 
sons to be derived from, 27; of 
1847, Lords Committee Report 


Crisis (continued) 
on rationing of credit, 24-25; of 
1847, speculation in food-stuffs, 
25; of 1857, discount policy of 
Bank of England, 27-28; of 
1907, chief events in, 388; of 
1907, interest notes in, 181; of 
1914, interest rates during, 181; 
of 1914, reason did not degen- 
erate into a panic, 181; of 1920 
failures, statistics of, 387; Jap- 
anese, of 1920, 381-384; of 1920- 
1921, chief events in, 388; of 
1920-21, discount operations of 
Federal Reserve Banks during, 
411-412 

Crissinger, suggestion regarding re- 
discounts of member banks, 513- 
514 

Cunliffe Committee, Bank rate and 
prices, explanation of relation 
of, 525-526; theory of prices of, 
348, note £77 

Cunliffe report, quoted, 54-55, note 
£78 

Currency principle, analysis of, 19; 
criticism of, 19-20 


Davenport, H. J., on efficacy of Bank 
rate, 467 

Deflation, Federal Reserve Board 
converted to policy of, 348-351; 
in May 1920, 381; orderly, policy 
of Federal Reserve Board to- 
wards, in 1919, 358-359, discus- 
sion of, 460-461; policies of Fed- 
eral Reserve System in deflation 
period, criticism of, 505-507 ; and 
Republican party, 473 

Deposit rate agreement, 365-366 

Deposits, bank, increase in, 1913- 
1917, 194-195; in United States, 
ratio of to money in circulation, 
135-136 

Discount market, development en- 
couraged by Reserve Banks, 
234-935; functions of, 115-116; 
obstacles in way of develop- 
ment of in the United States, 
233-234; prerequisites of devel- 
opment of one in the United 
States, 116-117 ; 159; conclusions 
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Discount Market (continued) 
to be drawn from experience of 
Huropean central banks, 96-98 ; 
functions of, were recognized 
in fundamentals by 1821, 12; 
of central banks and seasonal 
drains, 94-96; of Federal Re- 
serve Banks, pre-war, formula- 
tion of, 197-198; origin of, 2; 
meaning of the term, 2 

Dollar exchange, not depreciated by 
reason of pegging of sterling, 
270, note #61; purpose of ex- 
plained 162, note £53; redis- 
count requirements, 166 

Draft, definition of by Federal Re- 
serve Board, 155 

Drain, foreign, see foreign drain 

Edge, Senator, on dirt farmer 
amendment; 498 

Eligible paper, agricultural paper, 
definition of by Federal Reserve 


Board, 156-157; agricultural 
paper, limit. on 6-9 months, 
maturing, eligible for redis- 


count, 157; at Reserve Banks, 
test of liquidity of, 208; circu- 
lar letter No. 13, contents of, 
151-152; classification of at 
Federal Reserve Bank of Bos- 
ton, January 1, 1917, 205; draft, 
bill of exchange, and trade ac- 
ceptance definition of by Fed- 
eral Reserve Board, 155; sight 
drafts secured by bills of lad- 
ing, 157; importance of, 137, 
note #14; problems Board 
faced in defining, 150; promis- 
sory notes, definition of by 
Federal Reserve Board, 155; 
relaxation in requirements dur- 
ing war period, 298; simplifica- 
tion of classification by Federal 
Reserve Board in 1917, 205 ; 
under Federal Reserve Act, 140- 
141 

England, deficient harvests of 1846, 
23; improvement in economic 


conditions in 1837 and 1838, 17; 


influence of Bank rate in crisis 
of 1866, 57, note +83; internal 
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England (continued) 
drain of 1847, 25-26; market 
rate defined, 57, note #84: mora- 
torium in Great War, 56, note 
£79; only free gold market of 
world after 1821, 30; parlia- 
mentary inquiry of 1840, 18; 
short-term international credi- 
tor, effect of on Bank rate, 56- 
57; speculation in food-stuffs, 
1847, 25; speculative tendencies 
from 1834-1836, 16; suspension 
of specie payments, 1797, rea- 
sons for, 2-3 

Exchange agreements entered into 
by United States during war, 
271, note #62 

Expansibility of banking system, 
after amendment of June 21, 
1917, 259-261; before amend- 
ment of June 21, 1917, 257-259 


Federal Advisory Council and Bank 
rate, 132-133 

Federal Intermediate Credit Banks, 
discounts for by Federal Re- 
serve Banks, 157 

Federal Reserve Act, amendment of 
March 8, 1915, governing bank- 
ers’ acceptances, 160; amend- 
ment of September 7, 1916, gov- 
erning bankers’ acceptances, 
160-162; amendments suggested 
by critics, 485, note #179: as 
amended by Agricultural Cred- 
its Act of March 4, 19238, 142- 
145; as amended by War Fi- 
nance Corporation Act, 147-148: 
Bank rate, provision governing, 


130; bankers’ acceptances, 
amendments to Act loosened up 
credit, 164; bankers’ accept- 


ances aS governed in original 
act, 169-160; provisions allow- 
ing domestic bankers’ accept- 
ances should be repealed, 512; 
changes in suggested by critics, 
485-502; changes made by 
Agricultural Credits Act, 500- 
502; commercial paper, Fed- 
eral Reserve Banks should be 
allowed to buy, 512; dirt farmer 


fhe 
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Federal Reserve Act (continued) 


amendment, 494-499; discount 
provisions analysed, 173-175; 
eligible paper under, 140-141; 
Federal Reserve Board, sug- 
gested changes in, 513; inter- 
district rediscounting, provi- 
sions governing, 148-149; mem- 
ber bank as agent, 147; open- 
market powers of original act, 
167-168 ; open-market provisions 
as altered by Agricultural Cred- 
its Act of March 4, 19238, 169; 
progressive rates of discount 
should be allowed, 512; redis- 
eounts for member state banks, 
145-146; rediscounts of war 
paper, 146-147; reserves against 
notes and deposits, suggested 
changes in, 512-513; section fe 
amendments to, 141-145; section 
13, analysis of, 140-141; section 
13 as originally passed, 138-139 


Iederal Reserve Banks, advances, 


rates charged on, before April 
1917, 214-215, advances, sta- 
tistics of, pre-war, 214; during 
war period, 294-295; from 1919- 
1920, 326-328; from 1921-1928, 
419-421 


Vederal Reserve Banks, agricul- 


tural paper, attitude on, 217- 
218; criticism of before April 
1917, rates charged on by 
Federal Reserve Banks, Pare 
_ yates on before April ONT, 
216-217; rules governing dis- 
counting of by Federal Reserve 
Banks, 215-216 ; statistics of re- 
discounts of before April 1917, 
215-216; during war period, 
294-295; from 1919-1920, 827- 
328; 1921-1922, 419-421 


Federal Reserve Banks, appointed 


fiscal agents of Government, 
250-251 


Federal Reserve Banks, bankers’ 


acceptances, attitude towards, 
234-235 


Federal Reserve Banks, averted 


panic in 1920, 386-387 


Federal Reserve Banks, bank rate 
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Federal Reserve Banks (continued) 


as controlled by economic and 
political conditions abroad, 
529; average charged on dis- 
counted paper in 1919 by 
months, 330; average charged 
on purchased paper in 1919 by 
months, 830; below market in 
1919-1920, 3824; below market 
in deflation period, 392-394; 
changes of in deflation period, 
analysis of, 4038ff; course of 
during war; 283-4; criticism of 
equalization of pre-war, 206-207 ; 
discrepancies in in 1920, 3877; 
effect of establishing pre-war 
above market, 202; efficacy of, 
455-471; established in pre-war 
above market rates in financial 
centers, 202-203; established on 
trade acceptances in 1916 and 
1917, 224-225; factors determin- 
ing changes in, 517-518; fixing 
of at opening of Federal Re- 
serve Banks, 201-202; bank rates 
in effect on April 30, 1917, 206; 
in war below market rate, 279- 
281; increases in in 1920, 367; 
in lending and borrowing dis- 
tricts, 435-436; objects Federal 
Reserve Board wishecé to attain 
by raising, 367; obstacles in 
way of raising in 1919, 364-366 ; 
policy followed during war of 
in fixing, 284, 287; raising 
of in 1919 not a sudden act, 
866; policies which should gov- 
ern in fixing, 530-532; prefer- 
ential, on trade acceptances not 
waranted, 227; pre-war equal- 
ization of, 206-207; pre-war, 
lower on acceptances, 204; pre-— 
war, preferential rates on com- 
mercial paper of shorter matur- 
ities, 204; pre-war to rule above 
market rates, 198; proposal for 
uniform over United States, 
491-493; proposal to limit to 
5%, 486-491 ; reductions in 1921 
consideration of 399-400; should 
be determined by price changes, 
523-528; should not be deter- 
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Federal Reserve Banks (continued) 
mined by reserve percentage, 
518-522; special, on ten-day pa- 
per before April 1917, 213-214; 
to accommodate business, dis- 
cussion of, 132; charged on com- 
mercial paper before April 1917, 
statistical summary of, 210: 
and business activity, 529; and 
Federal Advisory Council, 132- 
133; and foreign exchanges, 522- 
523; and market rates, relation 
of, 394-399, 528-529; and price 
of Liberty bonds, Sen. Owen 
on, 481-482 

Federal Reserve Banks, bankers’ 
acceptances, abuses in use of 
before April 1917, 238-240; 
growth of dollar draft in 1915- 
1917, 237; inter-district, pur- 
chases of in war period, 300- 
301; maturities of in 1915 and 
1916, 236; policy towards in 
war period, 300; statistics of 
purchases of by Federal Re- 
Serve Banks, in 1915 and 1916, 
235-236; support given by Fed- 
eral Reserve Banks before 1917, 
237-238 

Federal Reserve Banks, bonds, 
government, investments ~in 
before April 1917, 232; bonds 
government, must use discre- 
tion in buying, 232-233 

Federal Reserve Banks, commer- 
cial paper rediscounted before 
April 1917 not sufficiently 
scrutinized, 245-246: commer- 
cial paper, scrutiny of by Fed- 
eral Reserve Banks and price 
cycle, 583-534. 

Federal: Reserve Banks, credit 
curves of, 452-454; credit func- 
tions of as outlined by Fed- 
eral Reserve Board, 199-200 ; 
credits, control of commer- 
cial during war period, 310- 
312 

Federal Reserve Banks, commo- 
dity paper, reasons for small 
amount discounted by Federal 
Reserve Banks, 221-222: statis- 
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Federal Reserve Banks (continued) 
tics of discounts of at Federal 
Reserve Banks, 221 

Federal Reserve Banks, commod- 
ity rates, established by Fed- 
eral Reserve Banks, 219; in 
effect at  Wederal Reserve 
Banks, 220; reasons alleged for, 
218; and Secretary of Treasury, 
218-219; harm resulting from, 
222 

Federal Reserve Banks, criticisms 
of in deflation period, 471-484 

Federal Reserve Banks, deposits in 
southern Federal Reserve 
Banks by McAdoo incident on 
establishment of commodity 
rates, 220 

Federal Reserve Banks, discount 
market, obstacles in way of 
development of, 233-234 

Federal Reserve Banks, discount 
operations, date on which re- 
discounts of each Federal Re- 
Serve Bank at maximum, 410- 
411; during war, conclusions to 
be drawn from, 294-295 ; in 1917 
and 1918, statistics of, 294-5 ; 
of by months, 1920-1928, 414- 
415; of Federal Reserve Banks 
after armistice, importance of, 
451-452 ; of in 1919, statistics of, 
326-828 ; Summary of pre-war, 
228 

Federal Reserve Banks, discount 
policy, compelled to co-operate 


with Government in 1919; 3207, 


criticism of, 377; valuation of 
pre-war policy, 242-248; funda- 
mental propositions governing, 
587-538 ; pre-war formulation 
of, 197-198; in deflation period, 
3889; has not yet been de- 
veloped, 509-510; in 1919-1920, 
lack of uniformity in between 
Federal Reserve Banks — prior 
to April 1917, 243-245 ; summary 
of pre-war, 207-208 
Federal Reserve Banks, discounted 
bills, 1920-19292 maturity of, 
_ 424; by each Federal Reserve 
Bank 1920-1922, 420-421 ; by 
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Federal Reserve Banks (continued) 


months, Jan. 1919-May 1920, 
328; for state and national 
banks 1920-1922, 421-422; before 
April 1917, by small member 
banks, 209; for non-members in 
war period, 297 


Federal Reserve Banks, discounts 


in 1920-1922 by geographic divi- 
sions, 422-423; of trade accept- 
ances in 1915-1916 and 1917, 
225-226; pre-war, heaviest in 
southern Federal Reserve dis- 
tricts, 212-213; pre-war, high 
in December 1916 and in Feb. 
and Mar. 1917, reasons for, 211 


Federal Reserve Banks, eligible 


paper, bankers’ acceptances 
eligible for rediscount, 165-167 ; 
closer scrutiny of as remedy 
for inflation, 362-863; impor- 
tance of definition of, 137 note 
¢14; relaxations in require- 
ments in war period, 298 
for non-members, 425-426; for- 
eign branches of, 168; freed 
from Treasury domination in 
January 1920, 367; gold and 
gold certificates, issuance of 
when prices are rising, 534- 
535; government deposits and 
price cycle, 535; inter-district 
rediscounting in war period, 
300-301; rediscounting in 1919, 
331-334 ; rediscounting sta- 
tistics of, 1920-1922, 426-437; 
rediscounting policies Federal 
Reserve Banks should follow, 
436-437 ; 


Federal Reserve Banks, member 


banks, number rediscounting 
monthly before war, 228-229; 
number rediscounting in war 
period, 295-297; number re- 
discounting, from January 1919- 
May 1920, 328; from May 1920- 
December 1922, 424-425 


Federal Reserve Banks, moral pres- 


sure, use of in controlling 
Bank rate, 532-533 


Federal Reserve Banks, municipal 


warrants, purchases of by 
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Federal Reserve Banks (continued) 


Federal Reserve Banks before 
April 1917, reasons for, 230; 
municipal warrants, purchases 
of by Federal Reserve Banks, 
before April 1917, statistics of, 
230-232; during war period, 
299, from 1919-1920, 329, from 
1921-1922, 440 


Federal Reserve Banks, not an 


emergency system, 199, 536-537 


Federal Reserve Banks, open- 


market operations, before 
April 1917, 2830; importance of, 
prior to April 1917, 241-242; 
during war period, conclusions 
to be drawn from, 299; in 1919, 
criticism of, 830-88; January 
1919-May 1920 statistics of, 
329-331; during war period sta- 
tistics of, 298-800; reasons for 
entering before April 1917, 242; 
regulations governing purchases 
of bankers’ acceptances, 169- 
171, regulations governing pur- 
chase of government’ bonds, 
171; regulations governing pur- 
chase of municipal warrants, 
171-173; regulations governing 
purchases of bankers’ accept- 
ances, 169-171; of Federal Re- 
serve Banks and price cycle, 533 


Federal -Reserve Banks,  open- 


market policies, statement of, 
507-508, note #221 


Federal Reserve Banks, policies 


and political influence, 537; 
organization committee deter- 
mined to open in spite of Hu- 
ropean war, 197; policies in 
deflation period, evaluation of, 
505-507; policy in price in- 
erease of 1922-1923, 508-505; 
precedents, dangerous,  esta- 
blished by before April 1917, 
246; preparations for war, 251; 
problems confronting, 510-511; 
progressive rates of discount 
abandonment of, 404 ff ; progres- 
sive rates should have been ap- 
plied generally, 409-410; rate 
control, could not exercise in 
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Federal Reserve Banks (continued) Federal Reserve Banks (continued) 


1919, 320-322; rates should have 
been raised in January 1920, 
379-380; reasons for light dis- 
counting before April, 1917, 209; 
relation between policies and 
rise in prices before April 1917, 
246-248 ; reserves, penalties for 
deficient, 133-184; reserve per- 
centage of, actual, in 1919, 333; 
reserve percentage of, adjusted, 
in 1919, 333; reserve percentage 
of in 1919 discussion of, 334-335 ; 
reserve ratio not good guide for 
credit policy, 520-521; resources 
of southern Federal. Reserve 
Banks tested most severely be- 
fore April 1917, 229; services 
rendered by before April 1917, 
243 ; salaries, criticisms of, 480; 
suggestions offered to improve, 
511-517; theory of bankers’ ac- 
ceptances, 238-239; theory of 
rediscounting, 187-8: to be im- 
partial in rediscounting, 1388 ; 
uniform policies needed in pur- 
chase of bankers’ acceptances 
by Federal Reserve Banks, 241; 
war-discount policy of, 275- 
276 


Federal Reserve Bank of Boston, 


classification of eligible paper 
at on January 1, 1917, 205 


Federal Reserve Bank of Minne- 


apolis on influence of Bank rate, 
401, note #27; on uniform Bank 
rate, 493-494. 


Federal Reserve Bank of New York, 


fluctuations in Bank rates, be- 
fore 1917, 202; changes in 
Bank rate during war period, 
285-286; Bank rate changes 
in 1919-1920 compared with 
changes in Bank of England 
official discount, rate, 324-325; 
Bank rate, course of during 
fluctuations in from 1921-1924, 
390; credits, non-essential, atti- 
tude on, 356-357; index of pro- 


duction, 185; on efficacy of . 


Bank rate, 461-462; moral pres- 
sure, use of by, 355-356; warn- 


Federal 


ings, issuance of in 1919, 353- 
354 


Federal Reserve Banks and ag- 


riculturalists, pre-war discount 
policy of Federal Reserve 
Banks shaped to favor, 245; 
and business depression, 536; 
and call loan rates, 482-4838; 
and crisis, 411-412; 585-536; 
and Federal Intermediate Cre- 
dit Banks, discounts for, 157; 
and member bank complex, 246; 
and profiteering, 480; and 
rising prices, policies during. 
530; and speculation, 476-477; 
and the farmer, 475-476. 


Federal Reserve Board, advances, 


definition of, 158; approved of 
impounding of gold in war time, 
266-267 ; capital issues commit- 
tee of, details of organization 
and administration, 307-308; 
credit non-essential, policy to- 
wards curtailment of, and effect 
of, 356-358 ; credit rationing, in 
1919-1920 attitude towards, 359- 
360; credit and prices, theory of 
relationship, 843-348; deflation 
committed to policy of, 348-351 ; 
deflation, orderly, policy  to- 
wards in 1919-1920, 358-359; 
draft, definition of, 155 


Federal Reserve Board, eligible 


paper, agricultural paper, defi- 
nition of, 156-157; bill of 
exchange, definition of, §155: 
circular letter No. 18, contents 
of, 151-152; latest rulings on, 
153-154 ; promissory notes, defi- 
nition of, 155; trade acceptance, 
definition of, 155 

Reserve Board,  inter- 
district rediscounting, 1919, 
policy of, 331; may impose 
interest charges on Federal Re- 
Serve notes, 134-137; on efficacy 
of Bank rate, 455-466 ; plan sug- 
gested by for preventing pre- 
war inflation, 190-191; power 
over Bank rate, 131; price the- 
‘ories of, 336-343 ; price theories 
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Federal Reserve Board (continued) 
and discount policies of, 348; 
problems in definition of eligible 
paper, 150-151; publicity fund 
of, charges of, 481; rulings, lat- 
est, on eligible paper, 153-154; 
rulings and regulations, 149- 
151; simplification of classifica- 
tion of eligible paper in 1917, 
205; suggestions made to Fed- 
eral Reserve Banks regarding 
eredit policies, 200-201 ; theories 
of, inconsistencies in, 462-463 ; 
war paper, attitude towards 
driving from portfolios of Re- 
serve Banks and member banks, 
360; warnings issuance of 
through 1919 and effect of, 352- 
355 

Federal Reserve Bulletin, plan for 
post-war financial reconstruc- 
tion, 364; on. efficacy of Bank 
rate, 455-466 

Federal Reserve notes, alterations 
made in issue of to assist in im- 
pounding of gold, 265-266; Fed- 
eral Reserve Board may charge 
interest on, 134-1387; making a 
place for by Treasury Depart- 
ment, 266; manner of issue be- 
fore June, 1917, 189, note #40; 
should not be issued against 
government obligations, 512; 
suggestions for controlling is- 
suance of in 1919-1920, 360-362 

Federal Reserve notes and prices, 
theories of Federal Reserve 
Board, 338-343 

Federal Reserve officials, opinions 
regarding efficacy of Bank rate. 
455-466 

Federal Reserve System investiga- 
tions of, 484 

Federal Reserve System and Iowa, 
479 

Fiseal functions, importance of in 
eentral banking, 249-250 

Fisher, Irving, Bank rates of Fed- 
eral Reserve Banks, 528 

Fluctuations, reasons for in Bank 
rate, 46-47 

Foreign bill policy, advantages of, 


597 


Foreign Bill Policy (continued) 
76; discussed, 73-76; modus- 
operandi of, 75-76 

Foreign drains, influence on bank 
rate, 49-52; reasons for, 50-51 

Foreign exchanges, as determinant 
of Federal Reserve Bank rates, 
522-528 ; reasons for demoraliza- 
tion in fall of 1914, 176-178 

Foreign trade of the United States, 
indices of by groups of com- 
modities, 1914-1917, 183; sta- 
tistics of, 1914-1917, 182-183 

Forgan, James B., on efficacy of 
Bank rate, 467 

Fowler Bill, 1908, abstract of, 581- 
583; discussion of, 104 

Fowler’s proposals for banking re- 
form, 103 

France, seasonal variations in the 
note circulation, Bank and 
market rates, 94-96 

Friday, David, Federal Reserve 
Banks and call loan rates, 483 

Frozen credits, liquidation of, 416- 
419 


Gephart, W. F. Dr., Bank rate and 
prices, relation of, 527-528 
Germany, bank rate and seasonal 
variations, 92-94 

Glass Bill, ability of to exercise 
eredit control, 120-122; accept- 
ance provisions of compared 
with those in Aldrich Plan, 117- 
120; congressional hearings on, 
109-110; discount provisions of 
compared with discount provi- 
sions in Aldrich Plan, 111-115; 
discussions in Congress on, 108- 
110; in Senate, 122-123; not a 
copy of Aldrich Plan, 110-111; 
open-market powers provided 
for in, 120; provision for re- 
demption of Federal Reserve 
notes, 124, note #51; provisions 
governing Bank rate compared 
with like provisions in Aldrich 
Plan, 111-113; provisions of in 
respect to eligible paper com- 
pared with like provisions in Al- 
drich Plan, 113-114; reserves 
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Glass Bill (continued) 
against Federal Reserve notes, 
124, note #52 

Glass, Carter on proposals to limit 
Bank rate to 5%, 491; price 
theories of, 342 

Gold, “earmarking” of controlled by 
Federal Reserve Banks in war, 
271-272; exports and imports of 
the United States, January 
1919-May 1920, 334; fear in 
America that Japanese crisis 
would lead to withdrawals 384, 
impounding in Federal Reserve 
Banks, 264-266 ; impounding of 
in Europe in war time, 252 ; im- 
pounding the gold of non- 
member state banks, 263-264. ; 
reasons for central banks em- 
phasis on in war time, 269 

Gold bonus, McFadden bill, 274-275 ; 
proposals, criticism of, 275 

Gold Bullion Report, 8-9 

Gold certificates, paid out by Fed- 
eral Reserve Banks, 1922-1924, 
504-505 : 

Gold embargo, levying of in Amer- 
ica not justified, 270-271 ; move- 
ments of gold during, 272-278 ; 
official justification of, 268-269 ; 
proclamation of September is 
1917, 268; regulations covering 
shipments through Post Office 
department during Wale 272’: 
restrictions placed on gold 
manufactures by War Trade 
Board, 272; termination of, 273 

Gold Exchange Fund, 1914, 178-179 

Gold exports, checking by redeem- 
ing bank notes solely at main 
office of central bank, 71-72; 
prevented by “moral” pressure, 
72-73 ; preventing of by redemp- 
tion of notes and deposit liabil- 
ities of central banks in light 
weight coins, 72 

Gold imports, interest-free advances 
on, 65-67 

Gold imports and exports, United 


States, 1914-1917, 185-187 ; since 


1921, 417-419 
Gold policy of United States in im- 
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Gold Policy (continued) 
pounding gold during war, 252- 
253 ; criticism of, 275 

Gold premium policy, active, 65-66 ; 
described, 65; passive, descrip- 
tion of, 67-68 

Gold production, declared an es- 
sential industry by War In- 
dustries Board, 273 

Gold standard, abandonment of in 
America 267-269 


Gold stock, in Federal Reserve 
Banks, 187, note #32; in United 
States, 1915-1921, 187, note 
t 32 


Government’s financial operations 
responsible for increases in 
money and credit in 1919, 317- 
318 

Government obligations floated in 
1919, statistics of, 319-320 


Harding, President, and deflation, 
473-474. 

Harding, W. P. G., attitude on com- 
modity rates, 222, note eda ln ree 
charges of speculation in cotton, 
479-480; Federal Reserve notes 
and prices, theories expressed 
by, 338-340; Federal Reserve re- 
discount rates and prices, 524; 
ideas on pre-war inflation, 188 ; 
impounding of gold, 267; mak- 
ing paper of long maturities 
eligible, 499-500; mistake of 
Federal Reserve Banks in main- 
taining Bank rates low during 
war, 282-283; on efficacy of 
Bank rate, 463-465; on dirt 
farmer amendment, 495-496 ; on 
proposal to limit Bank rate to 
5%, 487-491; on uniform Bank 
rate, 492 

Hawtrey, R. G., on efficacy of Bank 
rate, 469-470 

Heflin, Sen., charges that Federal 
Reserve Banks had publicity 
fund, 481 

Helfferich, Karl, 
ing averages 
40-41 


studies regard- 
of Bank rates, 


Hepburn, A. B., statement on gZOve 


INDEX 


Hepburn (continued) 
ernment’s policy in floating 
bonds, 298, note #183 

Hitchcock Bill, discount provisions 
of, 124-128; provision for re- 
demption of Federal Reserve 
notes, 124, note #51; reserves 
of Federal Reserve Banks 
against notes and deposits, 124, 
note #52 


Indianapolis Monetary Commission, 
plan for banking reform, ab- 
stract of, 580-581; discussion of, 
102-103 

Inflation, during war, measures 
taken by government to combat, 
301; pre-war, plans suggested 
for prevention of, 188-191; 
recrudescence of in U. S. in 
1922-1923, 502-505 

Inter-district rediscounting in 1919, 
331-3834; in 1920 and 1921, 426- 
437; policies Federal Reserve 
Banks should follow, 436-487 ; 
provisions of Federal Reserve 
Act governing, 148-149; theory 
of, 128; see, also, Federal Re- 
serve Banks 

Interest rates, 
1917, 194 


statistics of 19138- 


Japan, Bank rate in during crisis, 
383; closing of stock exchanges 
in, 383-384; collapse of silk 
market in, 383; exports and im- 
ports of silver and gold, 382; 
interest rates in, 383; lesson of 
crisis not lost in America, 384; 
statistics of wholesale prices, 
and note circulation, deposits 
and reserves of Bank of Japan, 
382 

Japanese crisis of 1920, 381-384 

Joint Commission of Agricultural 
Inquiry, report of, 475-476 


Kane, Thomas P., on liberality of 
Federal Reserve Banks, 413-414 

Kemmerer, index of production, 185 

Kenyon, Senator, on dirt farmer 
amendment, 496 


k 
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Kenyon (continued) 

King, Representative, on inflation 
and Federal Reserve System, 
351 

King, W. I., Bank rate of Federal 
Reserve Bank, and prices, 528; 
index of production, 185 


Leffingwell, R. C., defence of ‘‘pay- 
ment by credit,” 289, note #118 
Liberty bonds, consequence of float- 
ing at higher rates, 277-278; ef- 
fects of “borrow and buy” 
program, 292-298; holdings by 
National Banks 1917, 292; in- 
flationary effects of sale of, 290- 
291; interest paid on, 276-277; 
method of sale, 290-291; should 
have been floated at higher 
rates, 277-278; statistics of hold- 
ings by reporting member banks, 


291-292 

Liberty bonds and Bank rates, 
Senator Owen’s charges, 481- 
482 


Lombard loans, at Bank of England, 
32-33; at Reichsbank, 37; dis- 
criminatory rates on, reasons 
for, 43-44; policy of European 
central banks toward, 41; pro- 
vided for in Aldrich Plan, 114- 
115 


Manufacturer's Record and defla- 
tion, 474-475 

Market rates, definition of, 394-399 ; 
expedients used in Europe in 
forcing up, 59-61; influence on 
by Bank rate, 400-402 

McAdoo, deposits with Federal Re- 
serve Banks, 218-220; urges 
commodity rates, 218-219 

McCormick resolution on inflation, 
350, 473 

McFadden gold bonus bill, 274; op- 
position to, 274-275 

McLean, Senator, on dirt farmer 
amendment, 498 

Member bank complex, 246 

Member banks, as agent, 147; 
credit curves of, 452-454; lower- 
ing of reserve requirements of 
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Member Banks (continued) 

; June 21, 1917, 253-254; number 
rediscounting in 1920-1922, 424- 
425; number of rediscounting 
during war, 295-297; redis- 
counts for non-members in war 
period, 297; reporting, member 
banks, holdings of war paper, 
1919-1920, 325-826; reporting 
increases in investments, loans 
and discounts in 1922, 503; re- 
serves of, suggested modifica- 
tions in, 511-512; statistics of 
holdings of liberty bonds by, 
291-292; suggestion that larger 
membership is needed, 516-517; 
see, also, Federal Reserve 
Banks 

Merchant marine, American, statis- 
ties of, 1914-1917, 184 

Mill, J. S., comment on Bank of 
England’s policy during crisis 
of 1857, 28-29 

Miller, A. C., suggestion regarding 
reserves of Federal Reserve 
Banks, 514-515 

Miller, Gov., collateral demanded 
by Federal Reserve Bank of 
Kansas City, 478-479; discount 
operations of Federal Reserve 
Banks and crisis, 412 

Mitchell, W. C., on efficacy of Fed- 
eral Reserve Bank rate, 467; 
index of production, 185 

Money, increase in in 1919, due to 
governments financial  oper- 
ations, 317-318; increase of 
amount in circulation, 1913-1917, 
194-195; in U. S., ratio of to 
deposits, 135-186 

Moral pressure, as device for pre: 
venting gold exports, 72-73; sug- 
gested use of by Federal Re: 
serve Banks to control price 
cycle, 532-533; use of by Fed- 
eral Reserve System, 355-356 

Moulton, H. G., on efficacy of Bank 
rate, 468 

Municipal warrants, purchase of 
by Federal Reserve Banks be: 
fore April 1917, statistics of, 
230-231; purchases of in 1919, 


Municipal Warrants (continued) 
329-330; purchases of by Fed- 
eral Reserve Banks, 1920-1923, 
438-439 ; reasons for light pur- 
chases in first quarter of 1917, 
230-232; reasons for purchases 
of by Federal Reserve Banks 
before April 1917, 280; regu- 
lations governing purchase of 
by Federal Reserve Banks, 171- 
173; see, also, Federal Reserve 
Banks (open-market oper- 
ations) 


National Banks, holdings of gov- 
ernment securities, 292 
National Bank Act, amended to per- 
mit larger loans on war paper, 
297-298 
National Banking System, defects 
in, 100-101; effects at reform, 
101-103 
National Monetary Commission, 106 
New York Stoek Hxchange, closed 
in 1914, 177; rationing of credit 
on, purpose of in war period, 
305-306 
Non-member banks, discounts: for, 
425-426 
Norris, Senator, on dirt farmer 
amendment, 497-498 


Open Market operations of Federal 
Reserve Banks, during war 
period, conclusions to be drawn 
from, 299; criticism of, in 1919, 
330-331; importance of prior to 
April 1917, 241-242; municipal 
warrants, regulations governing 
purchase of, 171-173; provisions 
of Act as amended by Agricul- 
tural Credits Act, 169; reasons 
prompting them going in open- 
market before April 1917; 249 
regulations governing purchase 
of bankers’ acceptances in open- 
market, 169-171; regulations 
governing purchases of govern- 
ment bonds, 171; relation of to 
price cycle, 533; statistics of be- 
fore April 1917, 230-232: sta- 
tistics of during war period, 


~ 
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Open Market (continued) 
298-300; statistics of from Jan- 
uary 1919-May 1920, 329-331; 
statistics of from 1920-[923, 
437-442; see, also, bankers’ ac- 
ceptances, government bonds, 
municipal warrants and Fed- 
eral Reserve Banks | 

Open-market. policies, statement of 
by Federal Reserve Banks, 507- 
508, note #221 

Open-market powers, as provided 
for in Aldrich Plan, 120; as 
provided for in Glass Bill, 120; 
of Federal Reserve Banks, pro- 
visions of original Federal Re- 
serve Act, 167-8 

Owen Bill, discount provisions of, 
124-128; provision for redemp- 
tion of Federal Reserve notes, 
124, note #51; reserves of Re- 
serve Banks against notes and 
deposits, 124, note £52 

Owen, Senator, on Bank rate and 
price of Liberty bonds, 481- 
482 


Palgrave, statistical studies of fluc- 
tuations in Bank rate, 37-38 ; 
quoted, Bank rate in England 
and reserve percentage, 518- 
519 

Panic, averted in 1920 due to Fed- 
eral Reserve Banks, 386-387 ; 
policy of central banks in, 88 

Passive gold premium policy, 
amount charged by Bank of 
France, 68; disadvantages of, 
69-70; reasons for adoption by 
Bank of France, 70-71 

Patterson, BE. M., rates borne by gov- 
ernment obligations, 321, note 
t 36 

Peel Act, 21-22; discount policy of 
Bank of England after passase, 
292-23: suspension of in (1847, 

26 

Phelan Act, as applied in the At- 
lantic district, 872; as applied 
in the Dallas district, 874; as 
applied in the Kansas City dis- 
trict, 373-4; as applied in the 
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Phelan Act (continued) 
St. Louis district, 3738; crit- 
icism of details of, 376; debate 
in House of Representatives on, 
370-371 ; discussion on in United 
States Senate, 371; illustration 
of application, 875-376; provi- 
sions of, 182, 368; reasons for, 
367-368 ; statement on by House 
Committee on Banking and Cur- 
reney, 869-870 

Pitt, forces the Bank of England to 
suspend, 2 

Price, increase of 1922-1923, action 
of Federal Reserve System in, 
503-505 

Price cycle, and Bank rate at Fed- 
eral Reserve Banks, 580-5382; 
relationship of, 82-88; and gov- 
ernment deposits, 585; and 
moral pressure, 532-533; and 
open-market operations, 533; 
and scrutiny of commercial 
paper, 533-4; and use of gold 
and gold certificates in the 
United States, 534535; and 
warnings, 532 

Price fixing in war time, agencies 
for, 302; criticism of, 303-804 ; 
fluctuations in controlled and 
uncontrolled prices, 303-304; 
measures of enforcement, 303; 
purpose of, 302-303 

Price theories of Federal Reserve 
Board, 336-348; discount pol- 
icies of, 347-348 

Prices, fall in in 1920 world-wide, 
381; falling, opposition to in 
the U. S., 471-473; in America, 
unevenness of price decline, 
884: increases in 1922, 502; in- 
dex numbers of, 1913-1917, 195; 
President Wilson’s explanation 
of high prices in 1919-1920, 
349-350; reason for pre-war ad- 
vance in, 191; relation between 
pre-war discount policy of Fed- 
eral Reserve Banks and, 246- 
248; and credit, Federal Re- 
serve Board’s explanation of, 
relationship of, 848-348; and 
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Prices (continued) 


Federal Reserve Bank rate, 
523-528 
Private discount rate, description 


of, 61-62; in England and Ger- 
many, 62-64; reasons for adopt- 
ing by central banks, 61-64 

Production, statistics of increase in, 
1914-1917, 184-185 

Promissory notes, definition of by 
Federal Reserve Board, 155 

Prosperity of period from 1914-1917, 
196 


Rationing of, comercial credits in 
war period, 310-312 ; investment 
credits during war period, 307- 
310 

Redemption, of notes and deposit 
liabilities of central banks solely 
in light weight coins to pre- 
vent gold exports, 72; of notes 
of central banks solely at main 
office to prevent gold exports, 
71-72 ‘ 

Rediscounting, theory of, 137-138 

Rediscounting, inter-district theory 
of, 128 

Reichsbank, alterations of Bank 
rate, 45-46; arithmetic mean of 
official discount rates, 40; 
average maturity of foreign 
bills of exchange, 1876-1910, 74- 
75; average private discount 
rate, 1880-1896, 63; domestic 
bills of exchange average dur- 
ation of, 43; eligible paper at, 
36-37; foreign bill policy, ad- 
vantages of, 76; foreign bill 
policy, discussed, 74-76; hold- 
ings of foreign bills on Decem- 
ber 30, 1912, 74; interest-free 
advances on gold imports at, 
66-67 ; interest rates on imperial 
and state bonds, 42; interest 
rates on loans against securities 
and commodities, 42; Lombard 
loans, 87; average duration of, 
43; classified according to 
security, 
minimum Bank rates at since 
1844, 44-45; mechanics of fix- 


42; maximum and. 
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Reichsbank (continued) 
ing Bank rate, 36; methods used 
to mop up funds in market, 60- 
61; official discount rates at, 
42; private discount rate at, 62- 
64; private discount rate aver- 
age days in force, 63; private 
discount rate, reasons for aban- 
donment, 64; purchases of for- 
eign bills of exchange, 1876- 
1910, 74-75; rate on Lombard 
loans, 37; reasons for increases 
in Bank rate, 1876-1910, 47; 
seasonal variations in note cir- 
culation, Bank and market 
rates, 92-94; use of moral pres- 
sure to prevent gold exports, 
72-73 ; yield on bills of exchange 
discounted by, 41 

Republican party and deflation, 473 

Reserve Bank Organization Com- 
mittee, 197 

Reserves of national banks, reduc- 
tion in in 1914, as cause for pre- 
war rise in prices, 191-193; re- 
quired to hold as provided for 
in original Federal Reserve Act, 
192 4 

Reserve percentage, not sole reason 
for changes in Bank rate, 48- 
49; of Federal Reserve Banks 
as determinant of Bank rate, 
518-522 

Reserve ratios, actual and adjusted 
of Federal Reserve Banks, 1920- 
1921, 433434 

Reserve requirements, of member 
banks, alterations suggested in, 
260-261; amendment of June 
21, 1917, 258-254; amendment 
of June 21, 1917, debate in Con- 
gress on, 254-257; amendments 
of June 21, 1917, purpose of, 
254-256; lowered excessively by 
June 21, 1917, amendments, 260- 
261 

Reserve requirements of national 
banks prior to 1914, 192; of 
original Federal Reserve Act 
funds released by, 193; of state 
‘banks, lowering of, in 1915, 193 
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INDEX 


Restriction Act, 1797, England, 3; 
provisions of, 3-4 

Rich, John H., on discount opera- 
tions of Federal Reserve Banks 
and crisis, 411-412 

Rulings and Regulations of Federal 
Reserve Board, 149-151 


Seasonal, drain and discount policy 
of central banks, 94-96; varia- 
tions and Bank rate, relation- 
ship of, 88-96; variations in 
note circulation, Bank and 
market rates in France, 94-96; 
variations in note circulation, 
bank and market rates in Ger- 


many, 92-94 

Secret meeting of May 18, 1920, 
ATA-4T5 

Securities, American, return of, 
1914-1917, 187-188 

Self-liquidating, defined, 44, note 
#55 


Scrutiny, closer, of eligible paper as 
remedy for inflation, 362-363 
Silk market, collapse of in Japan, 
383 

Smith, Senator, on Federal Reserve 
System, 472; remarks on Phelan 
Bill, 871 

Snyder, Carl, suggestion to stabilize 
prices, 515 

Speculation, correctives central re- 
serve banks may employ, 85-86 ; 
in 1919, 315-317, and 379 

Sprague, O. M. W., Bank rate of 
Federal Reserve Banks and 
prices, 526-527; on efficacy of 
Bank rate, 468; reserve ratio of 
Federal Reserve Banks not good 
guide for credit policy, 522 

State Banks, growth of member- 
ship in Federal Reserve System, 
263; impounding the gold of 
non-member state banks, 265- 
266 ; membership in Federal Re- 
serve System made more attrac- 
tive for, 262; reason Federal 
Reserve authorities induced to 
join, 261; reasons for failure to 
join Federal Reserve System 
before April, 1917, 261 
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Stewart, W. W., index of production, 
185 

Strong, Governor, desired to raise 
Bank rate at Federal Reserve 
Bank of New York early in 
1919, 363-864; Federal Reserve 
rediscount rates and _ prices, 
524; money committee of the 


New York Stock Hxchange 
should have been continued, 
306-807; opposition to Phelan 


Act, 371-872; on use of moral 
pressure by Federal Reserve 
Bank of New York, 355-356; 
on efficacy of Bank rate, 465- 
466 

Supreme Economie Council, 
theories of, 348, note #78 

Swing, Representative, Federal Re- 
serve System deflated farmer, 
498-499 


price 


Trade acceptances, abolition of pref- 
erential rates on, 322; amount 
discounted by all Federal Re- 
serve Banks in 1915-1917, 225- 
226; definition of by Federal 
Reserve Board, 155; developed 
slowly before America entered 
the war, 226-227; evils existing 
in practice before April 1917, 
226-227; Federal Reserve Act 
framed to encourage, 223; Fed- 
eral Reserve Bank of New York 
establishes first special rates on, 
224: first regulations issued by 
Federal Reserve Board, 224; 
preferential rates on not justi- 
fied, 227; rates of discount on 
at all Federal Reserve Banks 
during 1916 and 1917, 224-225, 
during war period, 287, from 
1919-1920, 323, from 1920-1923, 
390 

Trade balance of the United States, 
in 1919, 318-319 


Treasury domination, Federal 
Reserve Banks freed from, 
367 


Treasury’s war finance policy, gen- 
erally condemned, 277-278; pre- 
vented raising of Bank rates at 
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Federal Reserve Banks in 1919, 
364-365 


Unfunded trade balance of the 
United States in 1919, 318-319 

United States, securities, purchases 
of 1914-1917, 232-233, pur- 
chases of during war, 299, 
purchases of June 1919-May 
1920, 329-330; purchases of by 
Federal Reserve Banks, 1920- 
1923, 488-439 ; see, also, Federal 
Reserve Banks (open-market 
operations ) 

United States, statistics of foreign 
trade, 1914-17, 182-183 


Vanderlip, on reasons for advance in 
prices in 1919-1920, 378 

Velocity of circulating media, in- 
crease in prior to 1917, 193 

Vreeland Bill, 1908, discussion of, 
104; synopsis of, 583-585 


Wade, Festus J., 
fund, 180 
‘War inflation, measures taken by 
Government to combat, 301 
War finance, criticism of -policies 

followed by American Govern- 
ment in, 312-313 

Finance Corporation Act, 
as amending Federal Reserve 
Act, 147-148; Capital Issues 
Committee of, 308-309 


and cotton-loan 


War 


INDEX 


War paper, holdings of by commer- 
cial banks in 1919-1920, 325- 
326; policy of Federal Reserve 
Board in driving from _port- 
folios of Reserve Banks and 
member banks, 360;  redis- 
counts of as governed by Fed- 
eral Reserve Act, 146-147 

Warburg, Paul, plan suggested by 
for prevention of pre-war infla- 
tion, 188-189; suggestion made 
to improve the discount market, 
515-516 

Warnings, issuance of by Federal 
Reserve Board, in 1919, 352- 
355; issuance of by Federal Re- 
serve Banks to control price 
cycle, 532 

Williams, John Skelton, collateral 
demanded by Federal Reserve 
System, 477-478; commodity 
paper, 221-222; inflation of cur- 
rency, theory of, 342; modifica- 
tions in loans of Federal Re- 
serve Banks, 513; on deflation, 
474-475 

Willis, H. Parker, criticism of clos- 
ing of New York Stock Ex- 
change in 1914, 177, note #5; 
on efficacy of Bank rate, 467-468 

Wilson, Woodrow, statement on 
high prices, 349-350 


Youngman, Anna, 
Bank rate, 469 


on efficacy of 
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